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Court of Appeals of the District of Columbia 


No. 4814. I 

I 

I • 

The Belt Railway of Chicago, Appellant, 

I 

vs. j 

Commissioner of Internal Revenue. 


1 Docket Number 4289. I 

i 

Belt Railway* Company of Chicago, Petitipner, 

vs. I 

Commissioner of Internat. Revenue, Respondent. 

For Taxpayer: R. Kemp Slaughter, Plsq., Hj C. Bick¬ 
ford, Esq. I 

For Commissioner: A. R. Marrs, Esq., Alva IC. Baird, 
Esq., A. H. Willey, Esq. | 

Docket Entries. i 

1925. I 

May 19. Petition received and filed. 1 

“ 21. Co])y of Petition served on Solicitor. | 

“ 21. Notification of recoi])t mailed taxpayer, i 

June 10. .\nswer tiled by Solicitor. I 

“ 20. (V)j)v of answer served on taxjiaver—Assigned to 

9-15-25. ‘ I 

Sept. 9. Application for leave to file Supidemeiital Peti¬ 
tion filed by taxjiayer. Supplemental Petition 
tendered. 

10. Order granting leave to amend petition 

ing commissioner twenty days to answer and 
striking from Dav Calendar of 9-15-25, signed 
and filed—Both sides notified. i 


4 i 


and giv- 
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Sej)!. IT). Copy of petition served on Solicitor—Xotification 
mailed taxpayer. 

‘‘ 30. Answer lil(‘d by Solicitor. 

Oct. 17. (’opy of answer s(‘rved on taxpayer—assigned to 
Ccneral Calendar. 


VJ'lil 

Sept. 1. Hearing date set 10-12-26. 

Oct. 12. Hearing before ^Ir. Marquette on the merits. Each 
])artyigiven until 11-1-26 to file briefs. 

‘‘ 19. 'rranse]-i])t of hearing 10-12-26 filed. 

Xov. 1. P>rief filed by taxpayer. 

2.*). Findings of fact and opinion rendered— Mr. Mar- 
(piette—.ludgmeiit will be entered on 15 days 
not ieei under Kule 50. Both sides notified. 

29. Motion that Board reconsider its findings of fact, 
decision and opinion and enter judgment for the 
taxpayer, tiled by taxpayer. 




i i 


Jan. 18. Order denying motion for reconsideration— 
entered. 

24. Xotice of settlement filed bv G. C. Copv served 
1-27-28. 

“ 25. Xotice of s(‘ttlenient filed by taxpayer. 

“ 26. H(‘aring date set on settlement 2-16-28. 

“ 27. Copy ofiiiotice of settlement served on G. C. 

Feb. 16. Hearingi had before ^Ir. Marquette on contested 
settlement under Rule 50—C. A. V. 

“ 20. Transcript of hearing of 2-16-28 filed. 

!Mar. 21. Order redetermining deficiency, entered. 

June 22. Sti])ulation of venue filed—Ct. of Appeals of D. C. 

“ 22. Petition for review with assignment of error filed 

by taxpayer. 

“ 22. Proof of service filed. 


“ 22. Statement of evidence lodged by taxpayer. 

‘‘ 22. Xotice of bearing to settle record Julv 20, 1928 

with proof of service of it and statement there¬ 
on filed by taxpayer. 


COMMISSIONER OF INTERNAL REVENUE. 


o 

o 


i i 


2 July 14. Motion for an extension to Ju^y IStli, in 
which to tile objections to statement c^f evidence, 
filed by G. C. 

Jiilv 18. Motion for extension to 7-20-28 to file! objections 
filed bv G. C. I 

18. Order giving* Oommissioner until 7-20-28 to file 
Objections, if any, to statement of evidence, also 
hearing on settlement of statement (if evidence 
set for 7-2r)-28 entered. ! 

20. Motion for extension to July 23, 1928 Jo file ob¬ 
jections filed by G. C. Granted 7-23|28. 

23. Objections to statement of evidence, filed by G. C. 

24. Proof of service of objections filed by G| C. 

30. Pnecipe for the record filed by taxpaycir. 

30. Proof of service of ])ra'cipe filed. I 

30. Statement of evidence approved and orcjered filed. 

July 25. Hearing had before Mr. Marquette on approval of 
statement of evidence. ! 


i i 

i i 
i i 
i i 

n 

i i 


Now, August 13, 1928, the foregoing docket efitries cer¬ 
tified from the record as a true copy. 


[Seal Board of Tax Appeals.] | 

B. D. GA^^IBLE, 

T I 

•> i 

Clerk U. S. Board of Tax Appeals, 

I 

3 Polled -May 19, 1925. | 

United Stales Board of Tax Appeals, AVashingion, D. C. 

» 

Docket No. 4289. j 

] 

Appeal of The Belt Railway Company of Chicago, Dear¬ 
born Street Station, Chicago, Illinois. ! 

Petition. ! 

Mav 14, 1925. 

The above named taxpayer hereby appeals from the de¬ 
termination of the Commissioner of Internal Revenue set 
forth in his deficiency letter (bureau s\Tnbols IT:pA:2442: 
4-60d), dated March 24,1925, and as a basis of tliis appeal 
sets forth the following: 


1 



4 


THE BELT RAILWAY OF CHICAGO VS. 


1. Tilt* taxpayer is an Illinois (-('rporatioii with its prin¬ 
cipal office at Dearborn Street Station, Chicago, Illinois. 

2. The cleticiency letter, a copy of which is hereto at¬ 
tached, was mailed to the taxpayer on March 24, 1925 and 
stated the following deliciencies in income and profits taxes: 


Detiriency 


Year in tax 

1913 . $75.36 

1914 . 113.07 

1915 . 202.00 

1916 . 342.55 

1917 . 4,474.27 

1918 . 21,884.69 

1919 . 18,991.64 


Total 


$46,083.58 


3. The facts upon which the taxpayer relies as a basis of 
its appeal are as follows: 

(a) The taxpayer, hereinafter called the Belt Company, 
owns no e(ini])ment, although it stands charged with the 
value of e<iui])mcnt which it operates under a fifty 
4 year lease dated Xovember 1, 1912. 

(/O 'Idle stockhold(‘rs of the Belt Coni])any, herein- 
aft(*r call(*d th(‘ rs(*r Tjiiu‘s ari*: 

(diic ago and Kastern Illinois Railroad Company, 
ddie Atchison, Top(‘ka and Santa Fe Railway (-omt^any, 
Illinois Central Railroad Company, 

The diicago, ]b)ck Island and Pacific Railway Company, 
Chicago, Bin-lington & Quincy Raili’oad Company, 
Pennsylvania Company, 

Minnea]>olis, St. Paul Sault Ste. Marie Railway Com¬ 
pany, 

The Chesa])eake (Jc Ohio Railway Com]>any of Indiana, 
Chicago, Tndiana]>olis and Louisville Railway Company, 
Chicago and Frit* Railroad (dunpany. 

Grand Trunk AVestern Railway Company, and 
the AVabash Railroad Company. 

(c) The company from which the Belt Company leases 
its equi]>ment is.the Chicago & Western Indiana Railroad 
Company, hereinafter called the Indiana Company. 
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(r/) Five of the so-cailed User Lines are stockholders of 
the Indiana Company. i 

(c) The Indiana Coni])any does not operate I the equip¬ 
ment which it leases to the Belt Company, and hence does 
not claim depreciation thereon. | 

if) The lease of Xovemher 1 ,1912 from the Indiana Com¬ 
pany to the Belt Company provides infer alia, that: 

^‘The lessee shall and will redeliver and surrender to 
the lessor the i>:eneral sub jects of this lease or such thereof 
as shall then be subsisting* in their ])lace, in as pood order 
and condition as they now are (reasonable use| and wear 
and tear excepted) with such additions, altera!ic^ns and im¬ 
provements as shall have been made thereto.” : 

(ff) Since the said lease runs for a period qf 50 years 
from November 1, 1912, it is necessary for the Belt Com¬ 
pany to anticipate its liability to replace units of eejuip- 
ment which necessarily must wear out in part dr in whole 
from constant train service operation. I 

(//) The customary method of yiroviding for depreciation 
is to charge the cost of operations annually (aqd thereby 
withhold from income) with a percentage of dost deter¬ 
mined by the estimated life of the e(iui])ment, apd concur¬ 
rently credit a reserve account. The Belt Compipiy was in¬ 
structed hv the Interstate (''omnierce Commission under 
* ! 

date of July 5, 1912, to do this, but in lieu of cpst the in¬ 
ventory value of the e<iuipment at date of the|lease was 
used as a basis. | 

(/) Concurrently with tin* execution of tlie leasp (Novem¬ 
ber 1, 1912) with the Indiana Company, the Belt! Comi)any 
entered into an agreement with the twelve Usei! Lines by 
which said User Lines might have the use and cuijoyment 
of the properties leased by the Belt Comjiany on Considera¬ 
tion that they “ * * * pay monthly td the Belt 

5 Com])any a proportionate share, to he determined as 
hereinafter ])rovided, of the Working Fxpenses of 
the Belt Company, and the term ‘‘Working Expenses” shall 
include all rentals under said lease of November 1, 1912, 
and under such additional leases as hereafter maV be made 
to the Belt Comapny, taxes, cost of maintenanbe, opera¬ 
tion, repairs and renewals, insurance, management ex- 
])enses, and all other expenses of the Belt Compajuy, all e.x- 
penses of its work trains engaged in maintenance or repair 
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of tlio Belt (\)nij)aiiy, and such sums as may be 

necessary to ])ay (lividends at tlie i*ate of not less than 6% 
])er annum upon llic capital slock of the Belt Com¬ 
pany * * (Article 2, Section 1.) 

(/) As a part of th(‘ ‘‘Working’ Kxpmisc's" the so-called 
depreciation charfire was included as a necessary ex])ense. 

(/.*) The workin.u- expcmses of the ]h‘lt (V)ni])any, includ¬ 
ing the so-called de])reciation chai\e:e. are in excess of lim¬ 
ited income of the com])any, and accordinii-ly, hills are ren¬ 
dered airainst the User Twines for tlie deficit under the pro¬ 
visions of Section 1, Article 2, of the aii'reement above 
(pioted. The Uscn* Lines ])ay these hills and chare:e their 
“Joint Facilitv Kent’’ accounts. 

(/) It lias heim the jiracticc* of the I>(‘lt Com])any to credit 
the rental so received to its “Joint Facilitv Kent Inconu**' 
account. 

(»/) It is manifest that since depreciation and otlnn* 
workinir expenses are collected each month from the User 
Lines the income account of the company is hroip^’lit into 
balance with the o])eratin<r expense accounts and there is 
no income subject to taxation exc(‘])t such sums collected 
from the User Lines, “as may he necessary to ])ay divi¬ 
dends at the rate of not less than ()^/c ])er annum upon the 
capital stock of the Belt Uompany," and such income as 
mav be obtained bv the elimination of such statutorv exclu- 
sions from the cost of operation. 

4. 4'h(‘ (h*ti‘i‘minalion of tax contained in the said <h‘li- 
ciency letter is based upon the followinc: errors: 

{(i) UolU‘ction of till* ])roposed deliciencies for the years 
191J, 1914 and 1915 is barred by the Statute (Revenue Act 
of 191.‘>) and, acordin<rlv. should not be assessed bv the ('om- 
missioner of Internal Revenue. Waivers have been exe¬ 
cuted by the Belt Uom])any for the taxable years 191(5 to 
1919, inclusive. 

(/>) Till* ('ommissioiu*!* of Internal Revenue has de- 
6 nied the Belt Uompany its riirht to claim deprecia¬ 
tion on eipiipment (locomotives and cars) used in its 
business undi‘r the aforesaid lease, notwithstandin.iLi- the 
taxpayer's leiral obliiration to account for said de]>recia- 
tion under s])ecific instructions issued by the Division of 
Accounts of the Interstate Commerce Commission on au¬ 
thority of a law passed by Congress in 1906. The deduc- 
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tioiis for depreciations claimed by the Belt Comi;>any under 
tlie aforesaid instructions are as follows: 

I 

For the Year 1916.[$28,978.59 

For the Year 1917.j 27,846.96 

For the Year 1918.| 33,468.28 

For the Year 1919. I 55,642.37 

I 

(c*) The Commissioner of Internal iieveniie ha|s failed to 
recognize the legal status of the Belt Company in its re¬ 
lation to the Indiana Company, and in its relation to its 
User Lines, in that, by express contract, dcipreciation 
claimed and collected by the taxpayer from its ijjser Lines 
by way of rental is returnable (or so much thereof as may 
not have been expended for replacements) to t4e Indiana 
Company at the expiration of the lease of November 1,1912. 

{(I) The funds collected by the Bell Company from the 
User Lines for recognized depreciation (or so miuch there¬ 
of as may not be expended for replacements) are held in 
trust by the Belt Company to make good exti^xordinary 
wear and tear on the eciuipmeiit at the expiration of the 
lease and, accordingly, this part of the rental Considera¬ 
tion collected from the User Lines should be treated as re- 

i 

turn of capital or be reserved out of income for i)ayment to 
the lessor company by way of additional rental juiider the 
lease of November 1, 1912. The Commissioner of Internal 
Keveiiue has failed to recognize either a return bf capital 
or a rental deduction in the determination of taxable in¬ 
come. 

(5) The Belt Company in support of its appeal relies 
upon the following propositions of law: | 

(a) The taxjxayer's obligations under the mandatory re¬ 
quirements of the Interstate Commerce Commissibn where¬ 
in the method <ff accouiitbuj is prescribed to correctly re¬ 
flect the income of this taxpayer without doing violence to 
the Kevenue Acts which provide for a deduction ofja reason¬ 
able allowance for wear and tear on property “used” in the 
business of the taxpayer, it being understood that under 
the lease running for a ])eriod of 50 years from November 1, 
1912, the useful life of the equipment must necessarily be¬ 
come exhausted. i 


I 
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(/>) The taxi)ayer\s reco<rnizo("i obiii^ations under this 
contract (the lease of Xovember 1, 1912) to set up the lia- 
bilitv which is also currentIv recoi»*nized and com- 
7 pensated for by User Lines, whether such liability 
be accounted for by way of depreciation or addition¬ 
al rental reserved out of income, or be accounted for as a 
capital transaction in that funds collected for extraordinary 
wear and tear, not arrested by maintenance, represent re¬ 
turn of ca])ital and not income to be held in trust by the 
taxpayer for the benefit of the owner of equipment held 
under lease. 

(c) Briefly, the <|ueslioii at issue is the leii^al rii^ht of 
the taxpayer to establish a method of accounting to cur¬ 
rently give effect to a liability under the lease of November 
1, 1912 as uiterprctcd hi/ all })arf}(\'< to the said Jrasc. 

Wherefore the taxt)ayer res])ectfully prays that the 
Board may hear and determine its api)eal. 

K. KKMP SLAULIITLK, 

At torn (Of f(/r Taxpai/er. 

This —dav of Mav, 1925. 

* » 7 


State of- 


A [fid a V it. 


Count}/ of 


SW • 


R. L. Porter, being duly sworn, says that he is the auditor 
and Secretary of the Belt Railway Company of Chicago, 
the tax])ayer named in the foregoing petition, and as such 
officer is duly authorized to verify the foregoing petition; 
that he has read the said petition, or had the same read 
to him, and is familiar with the statements therein con¬ 
tained, and that the facts therein stated are true, except 
such facts as are, stated to )h‘ u])on information and belief, 
and those facts he believes to be true. 

[seal.] R. L. porter. 

Sworn to before me this 14th dav of !Mav, 1925. 

[Seal of J. Collins, Notary Public, Cook County, Ill.] 

W. J. COLLINS, 

Notary Public. 
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8 Treasury I)e])artiiieiil, Washington. ! 

i 

Office of (\)mmissioner of Internal Revejnue. 

IT :C^A :2U2 :14-60D. Marcli [24, 1925. 

Belt Railway Company, 

State and Dearborn Street, 

Chicago, Ill. 

Sirs: | 

The determination of your income tax liahili|y for the 
years 1913 to 1919, inclusive, pursuant to an e.\|amination 
of your books of account and records as set fortjh in office 
letter dated Rehruarv 9, 1924, discloses a deficiehcv in tax 
amounting to $4(),()S3.r)S as shown in the attaclied state¬ 
ment. I 

In accordance with the provisions of Section 274 of the 
Revenue Act of 1924, vou are allowed GO davs fi’oili the date 
of mailing of this h‘tt(‘r within which to tile an |ap])eal to 
the United States Boai'd of Tax Appi*als conti(‘sting in 
whole or in part the correctness of this deterniiiiiition. 

Where a tax])ayer has Ixhmi givmi an o])])ortunity to ap¬ 
peal to the United States Board of Tax A])])eaU J^id has 
not done so within the GO days prescribed and dn assess¬ 
ment has been made, or wln^re a taxpayer has ajipealed and 
an assessment in accordance with the final decision on 
such aiipeal has been made, no claim in abatement in re¬ 
spect of any jiart of the deficiency will lie ent(‘rtai[ied. 

If you acquiesce in this detei'mination and do liot desire 
to file an appeal, you are re(iuested to sign thei inclosed 
agreement consenting to the assessment of the (J^'ii^'icncy 
and forward it to the Uommissioner of lnt(*riial Revenue, 
Washington, D. (\, foi’ the attention of IT :CA :244-:4-G0D. 
In the event that you acquiesce in a part of the determina- 


2—4814a 
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tioii, tlio agreement slioultl ho exeeuted with respect to the 
items agreed to. 

Respectfullv, 

; ‘ D. II. BLAIR, 

i C(f))n)}iss}o)ier. 

(Signed)i J. 0. BRIGHT, 

i Depiifij Comni}ssio)i(’r. 

Inclosnres: Statements: Agreement—Form A. 

9 Siatcwe)ii. 


JT:CA :*2442 :4-(;01). 


In re Belt Railway, State and Dearl)orn Street, ('"hicavo. 


Illinois. 

Years. Dt*fu'ien< y in tax. 

1913 . $7')M 

1914 . 113.07 

1915 . -’O-i.OO 

191 () . 34-2.55 

191 i .. 4,4 i 4.2 / 

1918 . 21,884.69 

1919 . 18,991.64 


Total . i;i46,()82>.58 

You have been previously advis(‘d of the (U‘tailt‘d adjust¬ 
ments made hv tlu‘ Fnit in oihce letter dated. Februarv 9, 
1924. 

Your claim foi* rc^fund of :;i22,r)6t).6() income and ])rofits 
tax for the vear 1918 tiled on March 7, 1924, has been ex- 
amined in connection with the adjustments .Miown in office 
letter dated Februarv 9, 1924, and will bo rejected for the 
reason that the letter of Februarv 9. 1924, di.scloses a tax 
liabilitv in excess of the amount assessed. 

(Here follow jiliotostats of ]>ages 10, 11, 12, IM, 14, and 15.) 

16 Youi’ claim for !'t‘fnnd of $10,575.26 incomt* and 
])rotits taxi*s for the year 1917 has b(*en consichu’ed in 
connection with the al>ov(‘ adjnstnunits and will be rejected 
for the reason that the above audit of your return for the 
year 1917 discloses a tax liability in excess of the amount 
assessed. 












X&lled Feljlru^ry *3, 


ITiCXii'C 

^ 30^2 

Bei^- '’';raor Coopaay, 

:;tavv u!}d Dezrtorn Jtre^te, 
Cbico^Q^ lllinolJ. 


- lT» f 


k rccxaitloation of jrour income &ni profits tax returns for tbe 
jpxrs I'jl^ to 1^13» inclusive, in accordance vitb the reeoouiendatioA of 
the Comnittee on Appeals and Bevlev dated Boveober 5^^^* ^ ooP7 of 

vhich the records on file shoe vas furnished 70 a luiccr date, of Bot« 5^^'^ 
1323 , results in a total addlticnal tax lisMlitj of as follova 


1313 Addltiosn' Tax Due 

1^14 " - •' 

l^lh - - - 

l«lb - • 

1^17 - ” • 

1913 *• t - 

1919 

7otal Additional Tax Due 


75>36 

113»07 


202^00 

542*55 



lour tax llabilitj for the abox*eo:aertion«d years l|a, theiCforCy 
recomputed as follovs:** I 


Bet income reported 

1211 

i7i,05*.8i 

Leas proct'^ds froir. sale of 

equi potent 

d.904.;^ 

/•djusted net incone 


i66^14&.56. 

Tax at Im 


1,661.49 

Tax previocsl 7 assessed 


1.^6.1? 

Additioiul tax due 


« 75,36 

let incone reported 

iM 

i 

i 

78,.i6l.o9 

Less proceeds from sale Of 

aqulj. latent 

l^O.OOj 

Adjusted net incone 


*78,131.05 

Tax at l,i 


18 :S 

^ax previousl/ aasensed 



113.07 


Additlonai tax due 





im. 


n 


i 

147»00 

$ 76 , 284.^7 


B«t iBOOcae reported 

J 0999 proo 49 o 4 s frosa sale of equipsent 
ildjusted net iaeomc 


Tax at I/to 

T'OC previously assessed 
Idditlonsl troc due 


Vet irxc 3 i 0 reported 

Less proceeds from sale of oguipcaeat 

Adjusted zK>t iaeocBO 


Tax at 

Tas previously assessed 
Xdditircal tas. due 


i^iz. 

Ret lacopc 

Bet inco^ V fore aeeruiz^ tax 
Xaco?« av?ra 8 d for 1917 

4djust4;d “iLtl laooeae 


Investsd Capital 

Capitol 

Add df^preclatian reserve fre^a surplxis 


total 


lesst 

Prior Belt Co* deficit 
Additional incoae tax fer 
131^ prorated * 

131 > 131 ^ 

131^ tax accrued 
Deficit areoted lij payir^ect 
of dividends as of Dec* 5I, 
I31S (Schedule Bto aepended) 


^ 3.324*10 


186 * 3 a 



bUto78lto84 


$ 762*83 

^)6o.63 


I 202^ 


262,612*84 

44.312*15 

3218,100,65 


4,5b2.oi- 

4*015*46 

4 342.33 


214,704.14 

13.W.63 

4223 . 735-77 


2,880*000.00 

103.018.86 

2.383.018.86 ' 




Pro* liar laves ted Capital 


■I2.444.757*3^ 


a 


I 


1311 

Disclosed tor 

Books 91»^,000.00 

Additions (Bone) 


1312 


^,2<i7,35i.40 
(e) 4*4^^b 0 


! 

I 

i 

# 8 , 894 , 125 . 5 * 

■U».L^>3a:& 


Total 1,200,000.00 

Redactions (o)b 54 » 655 * 4 B 


1 , 4 : 31 , 817.00 

(.)573.233.5» 


i 2 , 917 , 431 .^ 

(c)534.a95.58 


AS corrected 3^. ^44* ^ 


658 , 585.43 


(a) Beserre fer depreciation set up 
from surplas 

(b) Reserve for depreciation set up from surplus 

(e) AdjTastaiCAt of dividends paid in excess of eamii^ 
1832-1310 inclusive 1 schedule A) 

(d) Adjustment of dividends paid In excess of eeimin^ 
from 1832 to 1311, inclusive (Schedule a 

XiOsc on ice plant 
Bad debt settlement 
Replaceoent of locomotive 
Defalcation in I3II 

Total 

(e) Adjustment of dividends paid in excess of 
earnings from I832 to I3I2, inc. (Schedule A) 

Averse prc-car invested capital is 


2.335*1^7.^5 


4 . 445 .^ 

85>3^.53 

^34#^.48 

3 ^ 8 , 478.19 

4.673.20 

2,054.86 

5 . 417.88 

2.60^6 

v^73.253-57 


I 534*255-58 

1,202,308.53 


Pre-War Bet Inooint 


i2u 

Ket inceme re 

ported on return 4263,558*05 

Bet income per 

aceBt*s report 

Less equipment 

sold (schedule D) Bone 


246 , 354.19 

Bone 


263,558.03 246,354.19 

Avera^ net iskcone, prewar period, is 




1 ^, 052.81 

^.9^'4•^6 

1 

166 , 148.55 

235 . 34^32 


Tariable Deductions, I317 Act 
Average pre-war net Incoce 
Average pre-war invested capital 

Percentage ♦225,346.32 is of n.202^c3.53 13< 
Variable deduction is, therefore, 3> 


1 

22 )^. 54^92 

1.202,506.59 

’i 


i 

I 

i 


I 

i 


I 
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Zxeess Profits Credit 


Ad>tstcd isrosted capital for I3I7 


of adjusted iawestcd capital 
temptioa 

Eao,-e 28 «X 7 

?.ooo«oo 

Excess' profits credit 

22f^02S«17 

Excoaa Profits Tax 


Adjusted xiet Inccac 

Excess profits orcdlt 

22 S. 755*77 

2z3M.1i 

Ealeuxc subject to tax at iOfi 

4 6 , 725 «*® 

Tax at 

itMVO 

Xncoow Tax 


Adjusted net incoise 

Lssci 

acess irofIto tax 

«9.753*7? 

galanoc sckjeot to ten at 8^ and 4^ 

22B.4O8.65 

Tbr at 

Tax at 4/ 

Bsocss pzofito tas . 

4.568.17 

9.136.34 

^.3^9.12 

Total tax asses laible 

Tax previously assessed 

I5.a49.ft 

».575.3< 

Additional tax due 

« 4.474**7 

ISI6 • Itet Incorne 


nez ixcoop per boolcs 

Add: 

1^17 incocne tax deducted as oxfeKse 

Excessive deprecia(tion iScncdalie Z} 

Equilfoeitt charged to expense 

Federal Incosie tax accrued for l^ld 

17P,454.5» 

326.79 

44.454.29 

Adjusted net incoi«e 

255,603.22 

lavested Capital 


Capital stock 

Add: 

Eopreciation reserve 

2,680,000.00 

130.869«82 

Cj:bio,8g^ 


Less; 

(cQOtS&uel on paipe 


xw tax of ^^.043. 
proratod I 6,246.37 

'.dditloBaX tax 1915-1916 755*12 

Prior Belt Co deficit 5*^05.06 

Deficit created pH/ment 
of dlTidends ae of Deo. 3 
1917 (schedule B appended) 

Adjusted inTCsted capital 

Sxceaa /Troflto Credit 

Adjusted ixxvcsted capital 

of adjusted invested capltall 99 > 4 ^ 3*64 
Exemption 3 > 0 Q 0 «^Q 

Kxeeee profits credit v 20 Z, 4 o 9.94 

Excess Iroflts Tax 

Adjusted net income 
Less: 

Excess profits credit 
Balance subject to tax at 5^.'' 

Excels profits tax at 5 'V 



Adjusted net income 
Less: 

Excess Lroflts tax 
rxear^t ion 



Balance subject to tax at 


Tax at 12/, 

::;xce88 prcflts tax 

e 

Total tax a 8?«^35 .bio 
Tux preTiouflly assessed 

Addition.*^*! tro: due 

Bet Income 

Net inc (JO p-.*r books 

Income tax of 191 ^ deducted as expex^xe 

Jbiccssive dep reel .'it ion (.ohedule >) 

:<(Uipment ehurged to expense 

Income tax accrued for 191 ^ 


Adjusted net income 


Invted 


Capital stock 
Add: 

Bessrv* for deprcelatioa 


Total 
Less I 

1^18 incor.^ tax of 444 *^ 54 *^* 
pror.ted 

Additional tax l^lj-l^l? 
i^eficit prior Belt Co. 

Deficit created pajrxicrnt of 
dividends as of Dec. 3 ^t l^l^ 
i;;cbedul» B} 


;18,766. 

10,488. 




Adjusted invested capital 


Excess irofits Credit 


Adjusted invested capital 

8> of adjxisted invested capital 

Zxeaption 

Excess profits credit 


Exoees Profits Tax 


Adjusted net ineoae 
Less} 

Excess profits credit 
Balance subject to tax at idOfi 
Excess profits tax at «:. 0 X 


Income Tax 

Adjusted net income 
Lessi 

Excess profits tax fl 2 , 0 ^. 2 ^ 

hxewpticn 2,000.00 

Balance subject to tax at 

incone tax at lOf. 

Excess profits tax 

Total tux assessable 
Tux prcTiciusly assessed 


Aduitlcn 1 tax due 
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The above adjustments are in accordance witli'jthe recom¬ 
mendation of the (''ommittce on Appeals and Review; there¬ 
fore tlie additional tax shown herein will be phiced on the 
next list to be sent to the (''ollector of Internal Revenue for 
yonr district, who will notify yon as to the time and man¬ 
ner of making- payment. 

Respe-ct fully, 


Depuf If Commfss’ioner. 

I 

I 

Knclosnres: Schedules A, I>, (-, T), E, and F. j 

I 

j 

Xow, Ang'ust lo, 192S, the foregoing- ])elitioh certified 
from the recoi-d as a true copy. | 

[Seal U. S. Board of Tax A])peals.] | 

B. 1). GAMBLE, 

Clerk r. S. lifKird of Tax li})peals, 

I 

17 bailed June 10, 1027) Fnited States Board of Tax 

i 

Appeals. I 

United States Board of Tax Appeals.; 

Docket Xo. 4289. | 

Appeal of Belt Railway Uompany ok Chicago, (Dearborn 
Street Station, Chicago, Illinois. 

A nsiver. 

I 

The Commissioner of Internal Revenue, by hisjattorney, 
A. W. Gregg, Solicitor of Internal Revenue, for jiinswer to 
the petition of this taxpayer, admits and denies a$ follows: 

I 

(1) Admits the allegations of paragraphs 1 aiid 2. 

(2) Admits the allegations of subdivision (a),i (/>), (c) 

and (d) of paragraph 2. | 

(3) For lack of sntlicient information to form! a belief 
denies the allegations of subdivision (e). 

(4) Admits the allegations of subdivision (/), exicept that 

he says the word “general” in the quotation as (|ontained 
in the petition should be “several.” | 

(5) For lack of sufficient information to form; a belief 
denies the allegations of subdivisions (p) and (/?).; 


I 
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(f)) Admits the alloiratioiis of subdivision (/). 

(7) For lack of snfiicicnt information to form a belief 

denies the alleu'ations of subdivisions (/). (A*), (0 (^^0* 

(8) I)(*nics that any (‘rror was made in the determina¬ 
tion of the tax as contained in said deliciencv letter. 

(b) J)(‘iiies i^euerally and sj)(*cilically each and every al- 
lee:ation in taxpayer's ])(*tition contained not heia‘inlH‘fore 
admitt<‘d. (}uali(i(‘d or denied. 


18 


Propositions of Law. 


Foll(‘(*tion of tlu* ])ro])osed delici(‘nci(‘s for the years 

1914 and Dl') i.s not barr(‘d bv tin* Statute of Limitations 

• 

inasmuch as a valid waiver coveriiiii* such vears is on tile 
with the Fommissioiuu-. 

The Board has no jurisdiction ov(*r deticicMicies in tax for 
the years DIM, 1914 or Dlb, 

•The taxpaycu* is not entitb*d to a deduction r(‘])resentin^e: 
depreciation r)n assets used by it under the terms of the 
lease above nderred to. 

Idle amount chari^XHl to tlu‘ Usiu* Lines and received by 
this taxpaym* on account of de])reciation is income and not 
a rt‘turn of capital. 

Wherefore, itiis pi'ayed that tin* ai)peal of this taxpayer 
be denied. 

A. W. GKFGL, 

Solicitor of hitf'nial ncrrni((% 
Atfonicjf for Co)}nnission(‘r of iifrrual Rcrciiur. 
Of counsel: 

BHIGGS G. SIMPICH, 

Aftoriicji for Coonnissiouer of lufcntal Rcveiuie. 

Xow, Aipuust IM, 1!)28, th(‘ foregoinii’ answer certitied from 
the record as a true co])y. 

[Seal U. S. Board of Tax A])peals. 1924.1 

B. 1). GAMBLE, 

Clerk r. S. Board of Tax Appeals, 
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Polled Sopt. 9, 19*25. 
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United States Board of Tax A])])eals, AVas]iiip4toii, D. C. 
Apjieal of The Belt Kailwav Comi’anv of ("hicago, Dear- 

l)oiTi Station, (liiea^'o, Illinois. j 

Docket Xo. 4289. I 

j 

S)(pplvmental Petition. | 

i 

The above named taxpayer hereby tiles tliis sii])plement 
to the oriirinal ])etition tiled on .May 19, 1925,i aiipealing 
from the determination of the Commissioner of Internal 
Kevenne set forth in his deficiency letter (hnrehu symbols 
IT:CA ‘2442: 4-()()d) dated Marcli 24, 1925, and| sets forth 
the following': | 

1. Tlie taxpayer is an Illinois C()r])orati()n wijh its prin¬ 
cipal office at Dearborn Street Station, Chicago] Illinois. 

2. 'Fhe deficiency letter, a coi)y of which was attached to 
the original jietition, was mailed to tlu‘ tax])aye| on March 
24, 1925, and stated the following (hdiciencies: 


Deficiency 
in tax 

$75.36 
113.07 
202.00 


Y(‘a rs. 

1913 . 

1914 .. 

191.) .. 

1919 . 

1917 .|. 4,474.27 

1918 .|. 21,884.69 

1919 .j. 18,991.64 


Total .I. $46,08.3.58 

j 

from which api)eal was taktm by tlie filing of itaxpayer’s 
petition on May 19, 1925. | 

3. The taxes in controversy are income and ext^ess ])rofits 

taxes for the year 1913 to 1919 and are in e.xcess! of $10,000 
to wit, $40,()()(). I 

4. The determination of tax contained in said! deficiency 

is based on the following error in addition to thdse cited in 
the original petition: | 


I 

i 
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(Dated) Sei)tember 3, 1925. 

(a) Tlie Commissioner added to taxable, income for eacli 

of the vears 1917 to 1919 excessive and erroneous amounts 

* 

as the total of income taxes for wliich the proprietary lines 
became liable to reimburse the taxpayer. 

20 5. The additional facts upon which the taxpayer 

relies as a basis of its supplement to the original 
petition are as follows: 

{(t) Under the agreement dated November 1, 1912, the 
proprietary lines which used the property and equipment 
of the taxpayer agreed to ])ay all operating expenses of the 
taxj)ayer including federal income taxes. Any taxes ])ay- 
able by the taxf)ayer were, therefore, chargeable against 
the proprit‘tary lines as joint facility rents. 

(h) 'rile taxpayer, on its original books, accrued the fol¬ 
lowing amounts as taxes payable and on bills rendered 
against the pro})rietary lines included the same in its rental 
income: 



15 


COMMISSIONER OF INTERNAL REVENUE.! 


1917. 

4,019.46 

(c*) The Commissioner, in 
his determination of taxable 
income, added to the taxable 
net income for each taxable 
year the following amounts 
representing an accrual of 
the total income taxes for 
the current taxable vear. . . 15,049.63 

{d) The income each year 
determined by the, Commis¬ 
sioner to be taxable, because 
the taxes indicated above 
under (c) and {h) are 
claimed by the Commis¬ 
sioner to be collectible as 
rental from the proprietary 
lines, amounts to.19,069.09 

(e) The taxes which in 
reality are due and payable 
for the years 1917, 1918 and 

1919 are the taxes deter¬ 
mined bv the Commissioner 
(if correct) respectively, for 
the years 1916, 1917 and 
1918. The taxes so deter¬ 
mined which are collectible 
from the proprietary lines 
are .^. 4,362.01 


The Commissioner’s over¬ 
statement of taxable income, 
is'therefore .. 


14,707.08 


191S. 


27,855.3^ 


1019. 

18,620.15 


1 


44,454.29 37,557.50 

1 

I 

i 


1 


72,309.051 50.177.65 


I 


15,049.63 i 40,998.29 


57,260.02 I 15,179.36 


(/) The Director General of Railroads assumed liability 
for the payment of $3,456.00, a portion of the tothl income 
taxes and excess profits taxes for the year 1918, jjlleged by 
the Commissioner to be $44,454.29. Such assumption by the 


I 
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Director rjc^noral left a l)alaiic(‘ of 57^40,1)1)8.2!) to be ]>aid by 
the tenant lines if the (leteianination bv the Commissioner 
were correct. 


G. Tile taxpayer-, as a basis for its apiieal, relies on the 
followini^ ]>ro])ositions of law: 

{a) That the pi*o])rietary lines under airreement 
21 dated November 1, 11)12, duly be(*amt‘ oblii»-ated in 
each taxable y(‘ar to numbui'se the taxjiayer only for 
the amounts of its income* taxes which actuallv became due 
and jiayable in that taxable year and that any addition to 
the taxpayer's income* for ame)unts se) n*(*e*ivable* must be* 
otTset by the* amounts whie-h hael be*e*n pre*viously chargvel 
to the ])roprietary line*s anel incluele*el in ureiss ine-ome by 
the taxpayer as facility rentals. 


(h) The taxes inve)lve*d ele) not, under the* I'ieve*nue Act 

of 191G as ame*ndeel bv the* Ae*t of 1917 anel the* Kevenue 

* 

Act of 1918, be*e*ome due anel payabh* until March loth anel 
ejuarterly the*re*aft(*r of the* yi'ar joUon'nHj the* taxable* ye*ar 
to the inceinie* e)f whie-h siie-h taxe*s have* be-cn adde*el by the* 
Commissieuier. (.•\)q)e‘al of I\usse*ll Minini;- ('onijianv, 1 
B. T. A. 194.) 


Wherefore the taxpaye*r r(‘S])(*e*tfully i)rays that the 
Board may he*ar anel ele*te*rmine* this su])ple*m(*ntal petitiein 
as a part e)f its a]>pe‘al. 

K. KK.MP SLArciITF.K, Fsq., 

Cnimsf'l f(,r Taxpaifcr. 

22 Atjhlarit. 


State of Illinois, 

Cimiitif of Ce>e>/.*, s.<: 

R. Ij. Peirter, be*ini 4 ' elulv sworn savs that he is the Auelite)!* 
and Secretary of the Be*lt Railway Ce)m])any of (liicai^o, 
the taxpayer name*el in the fe)rei 4 e)ini 4 ' ])etitie)n, anel as such is 
duly authorize*el to verify the fe)re*i^e)ini;- su])plemental ])eti- 
lion; and that he has read the said sut)])le*mental petition, 
or had the same read te) him, anel is familiar with the state¬ 
ments therein containe*el, anel that the facts therein stated 
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are true, except such fads as are staled to be upon infor¬ 
mation and belief, and tliose facts he believes to be true. 

R. L. PORTER. 

i 

Sworn to before me this ord dav of September* 1925. 

MARTHA R. RUTH, 

Notar^ Public. 

[Seal.] I j 

Now, August 13, 1928, the foregoing supplemental peti¬ 
tion certified from the record as a true copy. I 
[seal.] B. D. gamble. 

Clerk U. S. Board of Tax 4-PP^cili^- 

\ 

23 Filed Sep. 30, 1925, United States Board ojt* Tax 

Appeals. i 

United States Board of Tax Appeals.j 

Appeal of Belt Railway Company of Chicago, I Dearborn 

Street Station, Chicago, Illinois. | 

Docket No. 4289. 

Answer. | 

I 

The Commissioner of Internal Revenue, by his attorney, 
A. \V. Gregg, Solicitor of Internal Revenue, for jlinswer to 
the amended petition of the above-named taxpayer, admits 
and denies as follows: | 

(1) Admits the allegations of i)aragraphs 1, 21 and 3. 

(2) - Admits that the Commissioner in the determination 

of taxable income included for the year 1917 the sum of 
$15,049.63, representing an accrual of the total income tax 
for the vear 1917. I 

V 1 

(3) Admits that the Commissioner in the detednination 

of taxable income included for the vear 1918 the sum of 

$44,454.29, representing an accrual of the total in!come lax 

for the vear 1918. i 

* . . . i 

(4) Admits that the Commissioner in the deteiimination 

of taxable income included for the vear 1919 the sum of 


3-^814a 
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$ 37 , 507 . 50 , representing’ an aeernal of the total income tax 

for the vear 1919. 

% 

(5) Denies the allegations of subdivision (e) of para¬ 
graph 5. 

(0) For lack of sufiicient information to form a belief 
denies the allegations of subdivisions (a), (b), (d), and (f) 
of paragraph 5. 

(7) J)eni(‘s that any error was made in the determination 

of the tax as contained in said deticiencv letter. 

* 

(8) Denies generally and specifically each and every 
allegation in taxpay(‘r's ])etition contained not hereinbefore 
adniitt(*d, (pialitied or denied. 


24 


Propositions of Law. 


The entire* amount of tax accrued for each of the vears 
1917, D18 ;\nd 1919 constitutes income to this taxpayer 
in such resp(‘ctive year. Section 212 of the Kevenue Act 
of 1918. 

Wherefore* it is ])rayed that the appeal of this taxpayer 
be denied. 

A. W. GREGG, 

Solicitor of Internal Revnue. 

Atfoniri/ for ('onnnissioner of Internal Revnue. 


Of Counsel: 

BRIGGS (b SLMPTCH, 

Aftitnirii. Bureau of Internal Revenue. 

Now, August 13,1928, the foregoing answer certified from 
the recorel as a true co])y. 


[Seal F. S. Board of Tax A]ipe'als, 1924.] 


B. D. GAMBLE, 

ClerJi, S. Board of Tax Appeals. 
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25 LTnited States Board of Tax Appealjs. 

Docket Xo. 4289. j 

] 

The Belt Railway Company of (^iiicago, ijet it inner, 

I 

V. i 

j 

Commissioner of Intehnal Revenue, Respondent. 

I 

Amendnioits fo Petition. j 

Mr. Marquette: It is ordered that tlie ])etition|be amended 
to allei»:e that for the years 1918 and 1919 the! question of 
depreciation, wliicli has ariscni tln’ong-li the a|?tion of the 
Commissioner, is not involved, because tlie accounts of the 
Belt Railway Company of Chicae’o were not under its cor¬ 
porate control, but under the control of the Fbderal Rail¬ 
road Administration. | 

i 

i 

(Recorded on ])a.i>:e 12 of reporter's minutes of hearing: 
held before Mr. ^larquette on October 12, 19‘i6.) 

i 

Mr. Slauii'hter: That ex])ression ‘Svas not intolved’' is a 
little bit misleadinc:. T would like to add to that proposed 
amendment. ‘^The Commissioner therefore erred in in¬ 
cluding in taxable income of the corporation fqr the years 
1918 and 1919 the sums of $2,3,468.28 and $*^4,642.37 re- 
s])ectively as disallowed de])r(‘ciation.” 

That is rarely an assiirnment of error that jfollows the 
allegation of fact. 

Mr. Marquette: You mean by that that the Cdmmissioner 
has added certain depreciation in vour income fpr 1918 and 
1919? ‘ 1 

^Ir. Slaujrhter: Yes sir. He added depreciation in when 
he should not have done so, because these Kvere books 

26 of the Federal Railroad Administration, ;which kept 
tin* detail of operations, and the railroad was not 

responsible for those operatins at all. Consequently, the 
revenue a2:ent in throwin^: into the corporate ib*^'<'>mits nn 
adjustment for depreciation which affected onily the Ad¬ 
ministration, because the Administration paid tlje company 
a flat sum for the rental of the properties. The company 
was not concerned with how the Administratioin obtained 
the money to pay the corporation. ' 


I 


1 
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Mr. Manjuettc: Tlie Foticral control was merely opera¬ 
tion, was it not? 

Mr. Slan.irliter: AVell it was the operation, but it was 
responsible for the collection and disbursements of all 
monies incident to tliat o})eration, and the railroad books 
do not reflect anv of those conditions at all. It onlv has its 
corporate accounts, and depreciation is not a corporate 
item. 

Mr. Manpiette: Have you any objection to the amend¬ 
ment? 

]\Ir. Marrs: I jwould have no objection to it if he would 
label it as an assi.e:nment of error. lie is tacking it on to the 
end of an allegation of fact in his pleading. 

Mr. ^Marquette: He said the revenue agent erred in adding 
that into income. Is that where it ends? 

Mr. Slaughter: That is all there is to it. 

Mr. Manjuette: You mean the Commissioner, not the 
revenue agent. 

Mr. Slaughter : Well, I thought I said Commissioner. 

Ml-. Marrs: It is an assignment of error. 

27 ^Ir. Marquette: Tlie petition will be amended to in- 
cor])orate the amendment which has just been read 

into the record. 

(Recorded on ])ages 42, 43, and 44 of the reporter's 
minutes of hearing had before Mr. Marquette on October 
13, 192().) 

Xow, August 13, 1928, the foregoing amendments to peti¬ 
tion certified from the record as a true copy. 

[Seal V. S. Board of Tax Ap])eals. 1924.] 

i B. D. GAMBLE, 

1 Clerk r. S, Boarrl o/ Tax Apprali^. 

28 Proposed F'nidinas of Fact. 

1. The Belt Railway Company of Chicago, hereinafter 
referred to as the “Belt Railway,'' is an Illinois corpora¬ 
tion which, during the years 1916 and 1917 and for some 
years prior thereto, was engaged as an incorporated joint 
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facility in operating cevlain freight terminal apd clearing 
yard facilities in the city of (''hicago, ])rimar!ily for the 
benefit of twelve railroad com])anies which owned its entire 
outstanding capital stock in ecpial amounts and which are 
hereafter referred to as the ‘Menant companies]’ (Tr., 16). 

2. The Belt Railway owned no railroad trades, facilities 
or equipment in its own name, but under an| agreement 
dated November 1, 1912, leased from the Chicagq and West¬ 
ern Indiana Railroad (’ornpany, hereinafter called the West¬ 
ern Indiana (^m])any, all of the ])roperties kniown as the 
“Belt Division,’’ consisting generally of tracksifrom West 
(’hicago to South Chicago and with the large switching vard 
known as the (’learing Yard, containing 1150 miles of 
29 track and being five and a half miles ini length and 
about three miles in width, togetlier with all build- 

7 I 

ings, equipment and otlier properties forming^ a part of 
such Belt Division. Included among tlie assets so leased 
were the following units of equipment: I 


96 . 

62 . 

284. 

46 . 

24 .!. cabooses. 


locomotives. 

I 

.j. box cars. 
.!. .gondolas. 
.1. flat cars. 


..tjoal cranes. 

.wreckiing derrick. 

.I. .tool cars. 

.. . . . .imotor car. 

..Lhand cars. 

9.1 , push cars. 

(Tr., 25, and Taxpayer’s Ex]ii])it 3.) | 

I 

3. Tlie lease agreement of November 1, 19l|2, provided 
for a term of fiftv vears ending on November 1, 11962. Under 
the terms of this lease the Belt Railway was obligated to 
pay as money rental for the use of tlie propertjies the fol¬ 
lowing amounts: | 

a. Five dollars on tlie first dav of Januarv injeverv vear 
of said term. I 

h, Monthlv, on the last dav of each month, onb-twelfth of 
$828,000, being the annual interest at the rate bf four per 
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cent per annum upon $14,000,000, uio valuation placed upon 
the Relt Division as it existed on ^lay 11, 1911. 

30 r. .Montlily, on the last day of each month, one- 
twelfth of $3!),S40, hein.n- the annual interest upon 

$99(),000 of the Consolidal(.‘d Mortii'aire bonds of the lessor 
(the Western Indiana (’onipany) which had been issiu‘d and 
usim:1 for ad<litions and hotteimients to the Belt Division 
made between May 11, 1911, and Se])tember 191*2. 

fl. .Monthly, one-twelfth of the annual interest on all obli- 
irations of the lessor issued and outstandinir fi’om time to 
time, tlu‘ ])roceeds of which shall hav(‘ b(‘cn used after Se])- 
tembcr 2. 1912, for the (H)nstruction or accpiisition of ad¬ 
ditions or bettiumients to said leased ])ro])crties. 

(Pp. 9, 10, and 11, Tax]>ayer\s Kxhibit 3, and 'fr., 90, 
91, 9*2.) 

The above nmtals were paid by the Belt Bailway directly 
to the trustees under the various mortpiire bonds of the 
Western Indiana Company and were n])])lied by such trus¬ 
tees to the payment of intor(‘st on the ontstjindinir bonds. 

4. Such ])ayment of the interest obliirations on the bonds 
of the h‘ssor compris(‘d the total rinital paid for tin* ns(‘ of 
the properties, and no amounts were ever ])aid for sinkini:: 
fund requirements nor was any amount included in money 
rental for danniire to oi’ loss in value of the t)ro])ei*ties 
leased (Tax. Ex.' 3 and Tr., 12, 13, 90, 91, 9*2). 

"). The lease asrreenumt furtlu'r ])]*ovided as follows: 

‘‘Section 4. The entire cost of the mana.irment, opcu'ation, 
maintenance, repair, ]-(‘n(‘wal and insurance of, and 

31 all tax(‘s, liens, water nnOs and assessments on said 
Kailroad, buildin<*'s, ecpiipnamt and all othei* property 

and faciliti(‘s by this indenture demised to the Lessee and In¬ 
cluded as aforesaid in the “Bolt Bailway,” and the entire 
cost of manairement, operation, maintenance, reymir and 
renewal of, and all taxes, liens, water rents and assess¬ 
ments on. all (uilare-enKuits and im]')rovements tluua'of and 
additions thereto, and on and to any other lines of railroad 
hereafter acquired by the Lessee for the exclusive use of 
the Lessee, its sub-lessees and assiejis, .chaJl hr homo and 
paid hif the Looser. * * * (P. 14 of Tax. Ex. 3.) 
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^‘Section 5. The Lessee, at its own expense, jshall and 
will exercise the rights and privileges hereby g^*anted, as 
full?/ as the Lessor, as the owner thereof or otlmrwise, is 
now or may be by law required to do, and at ; the same 
time shall and trill maintain the Belt Bailwaij in] thorongh 
repair, working order and condition, using the hest and 
most suitable materials for renewals of the sathe, as re- 
neu'als shall from, time to time become necessarg, so as to 
be suitable at all times for the adecpiate moveitient over 
the Belt Railway of the traffic and business to i)e moved 
thereover * * * (p. 15 of Tax. Ex. 3). I 

j 

* * * • * * I * 


‘‘Section 9. At the expiration of said term, tojwit, Sep- 
tem])er 1, 1952, or at the date thereafter at whichithe prin¬ 
cipal and interest of all the bonds and other olpligations 
in this indenture mentioned, secured to anv (Extent bv 
mortgage lien upon the Belt Railway, shall have l)een fully 
paid and said mortgages shall have been| satisfied 
32 and discharged, or at the redeliver and surrender to 
the Lessor the several subjects of this least or such 
thereof as shall then be subsisting in their plabe, in as 
good order and condition as they now are (reasonable use 
and wear and tear exce])ted), with such additiohs, alter¬ 
ations and im])rovements as shall have been made jthereto” 
(p. lb of Tax. Ex. 3). j 


G. Concurrent with the execution of the aforementioned 
lease agreement the Belt Railway executed a so-c'alled op¬ 
erating agreement effective as of Xovember 1, 1912, with 
its twelve tenant com])anios which granted to eaclf of such 
twelve tenant companies “equal right and privilege of 
running and operating the freight trains, locomotives, and 
cars of su(*h Railway Company over and upon, oir to use 
and enjoy, for the purposes of freight traffic, in Icommon 
with th(‘ B(*lt Kb-iilwav and with the other Railwav Com- 

• I ♦ 

panics, and with such other companies as hereafter may 
receive from the Belt Railway grants of similar or other 
rights of user,’’ all the properties which were leased to 
the Belt Railway by the Western Indiana (’ompaijy (Tax. 
Ex. 4 and Tr., 4). In consideration of such rights! of user 
the twelve tenant companies agreed as follows: j 
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‘‘Article Two. 

Cffvntaufs of the Haihraj/ Companies. 

“Each ot tile,Railway Compaines lieroby covenants and 
agrees to and with (‘ach otlnn* of the Railway Companies, 
and to and witli tlie Belt Company, as follows: 

33 “Section 1. To pai/ monihhf to the Belt Company 
a prop(trt\onate share, to be determined as herein¬ 
after provided, <'>/ th(^ Worh’niy Expenses of the Belt Com¬ 
pany, and the term ‘Working Expenses’ shall include all 
rentals under said lease of Xovember 1, 1912, and under 
such additional leases as hereafter mav be made to the 
Belt Company, taxes, cost of maintenance, operation, re- 
j)airs and reneirals. insnnince, management ex]>enses of 
its work trains engaged in maintenance or repair of the 
Belt Railway, inclndiny sin Ji snms as may he necessarif 
to pay dividends at the rate of not less than six per cent 
per annnm upon the capital stoch of the Belt Company, 
and excluding only the expenses of the train service of the 
Belt Company, the wages of its trainmen and the cost of 
maintaining and operating its own rolling stock, in its 
separate operations as defined in Article Four of this 
agreement'’ (pp. 10 and 11 of Tax. Ex. 4). 

7. The j)roperties of the Belt Railway have been operated 
under the foregoing lease and operating agreements in the 
following manner: 

The tenant companies ran their trains under their own 
power directly to the clearing yard. The Belt Railway 
operated the clearing yard and took over the trains at 
that point and conducted the transfer of cars between non- 
owner and owner lines and industries located along the 
tracks of the Belt Railwav. The Belt Railwav then com- 
pleted the haul from the clearing yard to junction point 
with the owner and non-owner lines and with industries 
located on its tracks. The Belt proiierties were divided 
into 33 “wheelage sections” against which were 

34 charged the exjienses attributable to ea(*h section. 
Other expenses which were common to the entire 

road were allocated to the various active sections on the 
basis of the valuation placed on each section by the parties 
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to tlie aii:reement. In addition, tlie entire amonn|t of rentals 
under tlie lease (eomprisini>- the ])ayments to fhe trustee 
for interest on the lessor's ol)li<i:ations) and au amount 
sufficient to ])ay dividends on the Belt Railwayi's stock at 
the rate of six |)er cent ($172,800) were chargeci to all the 
sections on the basis of the valuation placed o^i such sec¬ 
tions. By this ])rocess all the expenses of every nature, 
includiiii^ dividends at the rate of six ])er bent, were 
cliarired to the various wheelajxe sections. |The total 
amounts so charged to the wheelajxe sections, less the 
taritTs and incidental revenue received from othbr sources, 
were then allocated between the twelve tenant |com])anies 
on a basis of the nse made of the properties dlirini;- each 
month. The amounts so allocated to each tenant com- 
j)any were billed aiminst such companies and wcjre ])aid by 
them, the net effect beine* that all the expenses of the Belt 
Kailway for each year (exce]>t for incidental bperations 
for other non-owner lines) wer(* ])aid by the tenant coni- 
])anies as well as the amount of $172,800 with which to pay 
dividends of six per cent on its capital stock. -\s a result 
of such airreements and the operations thereunder, the 

books of the Belt Kail wav were balanced eachl vear and 

• * 

always reflected as the total net income of the company the 
exact amount of $172,800, whicli amount was immediately 
a})proj)riated as a dividend to its stockholders, the 
same twelve tenant com])anies, in ])ropiortion, of 
course, to their stockholdini»*s (Tr., 17, is, 29, 30, 
31, 32, 77, 78, 80, 81). I 

I 

(). The minutes of the meeting: of the Board of: Directors 
of the Belt Company of May 25, 1911, contained the fol¬ 
lowing: I 

“In the report of its meetin.e; of May 11, 11910, with 
reference to this subject * "" the (auditini;-) Committee 
said with reference to the provision for replacibir ecpii])- 
ment referred to by Messrs Price, Waterhouse & pom])any, 
on iia^e 14 of their report, ‘The Committee iiivites the 
attention of the Directors to what they consider the neces¬ 
sity that some suitable provision be made fori the pro¬ 
tection of the interests of the C. & W. T. by the ^elt Com- 
})any for the equipment that has been destroyiMj or worn 
out in the service of the Belt Company, and foir the de- 


35 
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procialioii of now or lliat lias been in tlie serv¬ 

ice of tlie Belt Company. Tlie Committee is not advised 
tliat tlie Board lias taken any action upon this matter, and 
earnestly recomm(‘nds that the Board direct the auditor 
to make snital)l(‘ entries on the Belt Bailwav books to 
accrue a reasonable depreciation on the equipment to the 
present time, and h(‘reafter.’' 


The Auditing;- Committ(‘(‘ flirth<*r r(‘commend(‘d tin' estab¬ 
lishment of a rat(‘ of thn*(‘ jxu* C(‘nt u])on all e(inipment, 
which i'at(‘ was adoptixl and has Ixxm a])pli(‘d currently 
since that time ('Pr., tiO, bl). 


7. The Belt l^iilway, as a common carrier, is subject 
to the jurisdiction of the Interstate Commerce Commis¬ 
sion, and its accounts are kept in accordance with 
.‘U) tlu‘ orders and instructions of that irovernmental 
aiixmcy. On Jiiin* -1, lhT_\ tin* .Vuditor of the (\un- 
pany addressed the followiiiij: letter to the Commission: 


“June 21, 11)12. 

‘CMr. Chas. .\. Lutz, 

diief Kxainiinu-, Interstati* 

■ (’omnii‘rc(* Commission, 

Washinuton, D. (\ 

“Dear Sir: 


i i. 


I am writin«r for advice in coniux'tion with handlinji: of 
de])reciation on (Miiiiiunent in connection with the C. W. 
1. K. R. and th(‘ B(‘lt Railway of (1iica,<ro. The C. & \V. I. 
are owiuu's of tlu‘ jiroperty l(*ased by th(‘ Belt Railway of 
Chicairo and under a contract between the two comjianies, 
the B(‘lt Rv. of Clii('au-o l(‘as(‘s from the C. & W. 1. all of its 
equi])nient with tlu‘ (‘Xce])tion of a very few locomotives and 
other equipnnmt which are owned exclusively by them. 

“Under this conti'act and h‘ase, which is for 1)99 years, 
the Belt Ry. of Chi(*a.u‘o is reciuirixl to indemnify the C. & 
W. 1. in full at the (‘iid of the ])eriod, or before if recjiiired, 
for such e<{uipm(‘nt. This b(*ing tin* case, it seems to me 
quite proper that tlu* Belt Ry. of Chicaii'o should create 
from vear to vear a Liabilitv Account throunh depreciation 
on such eipiipment leased, which will, from year to year, 
take care of the original value of such e(iuipment as they 
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may have leased from the & W. 1. With this in view, 
would it not he proper to set np in the account of the Belt 
Ry. of Chicago such an account, against which should be 
entered from time to time a sufficient amount jin deprecia¬ 
tion to otTset at the time of destruction or obso- 
o7 lescence, the value of the equipment ileased; and 
])er contra, an account in the accounts |of the C. & 
W. I. of an e(pial amount, showing such amouiit, as is due 
from the Belt Ry. of Chicago to cover the val^ie of equip¬ 
ment leased—this account to be cmnulative from month to 
month and from year to year until such equipment is 
destroved or becomes obsolete? 

“On the C. & W. 1. books, of course, the amount charged 
to the Belt Ry. of Chicago would be a credit to cost of equip¬ 
ment in their accounts. The above takes carej of onlv the 
(Mpii])ment leased by the Belt Ry. of (diicaiilo from the 
C. & W. 1. as the ecpiipment owned by the (k W. I. and 
used by it in joint service with tenant linesj would be 
handled in the regular manner as prescribed by the Inter¬ 
state Commerce Commission. | 

“1 should be glad of your advice in the matter as early 
as is consistent with your other duties. 

“Yours truly, I 

(Signed) “R. L. P(|)RTER.” 


In reply thereto the following letter was receivled: 

I 

“Interstate Commerce Commission, Waslpngton. 

I 

July 5, 1912. 


“Mr. R. L. Porter, Auditor Assistant Secretai[y. Chicago 
& Western Indiana Railroad (k). and the Belt Ij^ailway Co. 
of Chicago, Dearborn Station, Chicago, Illinois. 

i 

“Deai; Sir: I 

i 

I 

t 

“I have received your letter of June 21st asking the ad¬ 
vice of this offic(‘ in the matter of the accounting for 
38 depreciation on leased eipiipment. | 

“A similar (piestion was recently considered and 
the conclusions reached are substantially the saibe as those 
outlined in vour letter. If is heJicvrff that the (depreciation 
of such equipment is properly chargeable by the lessee to 
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//.S' (‘([Ut}nn(‘ut (h'j)rrciatntn a<roi()its hi operating expenses. 
Amounts thus cliari^od sliould be eoucurrently credited to a 
suspense account und(‘r ‘Otlier del'erred credit items' in the 
(iCMieral Balance Sheet Statement, this suspense account 
to be clean'd throuirh cliarires on account ot* payments to tlie 
lessor undi'i* the aiirecmient for indemnification. In ac- 
countiiiii' for the depreciation, the lessor should periodically 
cn'dit till* accrued depreciation to .e:eneral balance sheet ac¬ 
count B 1-c, ‘Reserve for accrued de])reciation—('r.’ con¬ 
currently eharirinir an account under ‘Other deferred debit 
items,' which will be cleared by payments of the lessee. 

“ Vours verv trulv, 

(Si-nod) * * “(dIAS. A. LUTZ, 

“UA/c/ Examiner of Aeconnfs.'' 

('Fr., d8, .*>d, and Tax. Kx. b and 0.) 

8. Iinniediati'ly upon the sipiin- of the afori'mentioned 
lease a-reement and for the ])urpose of deterininini- the 

(‘xti'iit of the liabilitv of the Bi'lt Railwav under the terms 

• • 

of the li'asi* providing for tin* return of the propi'rties in 
condition e<iuivalent to that when taken ovi'r, the Board of 
Directors of the Westi'rn Indiana (’onpiany directed that 
an a])pi'alsal bi‘ made theri'of as of Xovembiu* 1, 191*2 (Ti*., 
bo). 'Fliis appraisal was made by the Superintendent 
29 of .Motive Rowi'i* of the AVabash Railroad, which was 
a stockholder of both the Belt Railway and the West- 
(‘rn Indiana (’ompany, and the Su])erintendents of Motive 
Rower of the Reiinsvlvania and Illinois Ueiitral Railroad 
('ompanies which wei'e stockholders of the Belt Railway but 
not of till* Westiu'n Indiana ('ompany. 'fhis a]>])raisal was 
eonipleted on .May 1, 1912, as of Xovember 1, 1912, and was 
submitti*d to the Boards of Directors of the Belt Railway 
and Western Indiana Uompanii's and ado])ted by them 
(Tr., .‘)2). The a])praisal I'etiorted the followin- values of 
e<juipment : 

Locomotives . $777,8*22 59 

Fri'i-ht and roadway eipiiimient. 152,228 22 

Shop, Tools and Machinery and Clearin- 
Power House . 70,545.05 


(Tax. Ex. 9.) 


$1,881,096 
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9. The maximum iisefr.! life of (*ars is from 23110 28 vears 
and of locomotives from 21 to 30 vears, from kvliich it Is 
ai)])arent that none of such e(ini|)ment will la^t until the 
termination of the liftv-vear lease* and that all of it must be 

* • I 

repla(*(‘d before that time (Tr., 73, 74, 75). 

10. In aecordanee with the* afor(‘mentioned recommenda¬ 
tion of its auditin.i»- eommitt(‘e and the rnliiii*; eOntained in 
the above* e-orrespondeiic'e with the Interstate | C^ommerce 
Commission, the Belt Kailway has, on the last 4i'y of each 
me)nth since* the e*xe*(*ntie)n e)f the* lease aj;'reerhent dated 

Xovember 1, 1912, and fe)r the })nr])ose e)f refle*cting 

40 its liability te) the lesse)r, entere‘d e)n its! books of 
acce)nnt an amount eeinal to three per cent of the 

value of le)ce)inotives, freii*ht anel we)rk e(pii])ment, as shown 
by the* fe)ivu’e)in<»’ appraisal aeljnsted by snbseq|nent addi- 
tie)ns or retiivments. The amount so entered wjis charged 
to the expense ae*e*e)nnts desigiiateel “"Working Expenses” 
anel was creeliteel te) an acce)nnt title*d “ Ae'ciaieel De!‘})reciatieni 
e)n K(|ni])nie*nt e)f the* C. & W. I. Kailre)ael Com])any.” Dur¬ 
ing 1910 and 1917 the* amounts so e‘hai’ge*d w(*re|$28,978.59 
anel $27,840.90 re‘spe*ctive*ly. The* ae*ce)nnts “We'^’king Ex- 
])enses,” which iiicliuU*el sne-h ele‘pi-(*(*iatie)n, we*re| then allo- 
cateel te) anel charge‘el against the varie)ns tenant je*omj)anies 
in ])re)portie)n te) the‘ir use* e)f the pre)pe‘rties as hereinabove 
set fe)i*th, the e‘ffe*ct being that the tenant companies paid to 
the Belt Kail wav, each month, an aTiie)nnt snfticieht to cover 
the le)ss resulting fre)m eIe*pre‘ciation e)n the lease equipment. 
The result was that the income from this se)nrice (*xactly 
e)tTset the loss and, togi*ther with all other inconjie and ex- 
])(*nses, always i‘(‘snlti‘d in the* (‘xact figure of $172j8()() neces¬ 
sary for divid(*nd i-(‘(pnr(*ments (Tr., 02 to 81, aind Photo¬ 
static Exhibits of journal (‘ntri(*s and ledger ac'connts sub¬ 
mitted). 

11. Simnltaneonsly with the entry of th(*s(* amounts on 
the books of the B(*lt Kailway, the lessor, the| "Western 
Indiana Comjiany, likewise* recognized that the jBelt Rail- 
wav was cnrrentlv liable for the loss resulting! from de- 
j)reciation on e(ini])ment and accordingly set up oij its books 

an asset account reflecting the amount of| deprecia- 

41 tion for which the Belt Kailway was liable ?ind offset 
this account with credits to a “Reserve foriDeprecia- 

tion,” which accounts at all times equalled thoseIshown on 
the lessee's books (Tr., 59, GO, G7). 
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12. Tho lessor, the Western Indiana Company, has al¬ 
ways interpreted tlie airreement to mean that the lessee, 
the Belt Railway Company, was currently liable for the 
loss resultinil from the de])reciation of such leased ecpiip- 
ment and has never taken such loss into its e.Ypense ac¬ 
counts nor claim(‘d depreciation on sucli Cipiipment on its 
ta.x return (Tr., 52, (id, (59, 71, 72). 

Id. Both the lessee and the lessor have consistently and 
uniformlv a<Ihered to the construction <»:iven the lease 
airn‘ement by them to the etfect that the loss for deprecia¬ 
tion on such eciuipment was the current loss of the lessee, 
and all their acts, a<*countin.ir and j)ayments have been in 
conformity with that construction. Likewise, each of the 
twelve tenant companies have consistently recoirnized that 
the Belt Railway was currently liable for the depreciation 
incurred oil such prop(*rties and have, without objection, 
paid to th(‘ Belt Railway, each month, amounts sufficient 
to eover such liability (Tr., 51, 52, (50, 69, 71, 72). 

14. 'File funds so collected from the tenant comjianies 
were held in its liipiid assets by the Belt Railway as a trust 
fund for the e.\pr(*ss purpose* of meeting: the oblii::ation for 
the* replact'inent of the leased eipiipment and, from time to 
time, as curn*nt conditions recjuired, were used for that 
pur])Ose (Tr., (5(5, (57, (59, 97, 9S, 12S, 129). 

42 15. For tlu* ta.xable years 191(5 and 1917 the Com¬ 

missioner disallowed the amounts of $28,978.59 and 
$27,84(5.9(5 ace-rued as a loss resultin.i? from the aforemen- 
tion(‘d depreciation and has added the amount thereof to 
ta.xable income of the petitioner. He has, however, allowed 
to remain in uross income the same amounts collected from 


the t(*nant comjianies to cover such loss (page 2(52 of led¬ 
ger, ])h()tostatic exhibit, and Tr., 7(5 to 81). 

1(5. KtTective January 1, 1918, all the |)ro])erties used 
by tin* Belt Railway Company were taken over by the 
ITiit(‘d States (Jovernment and were o])erated by the Di¬ 
rector (i(‘ueral during the period of Federal Control which 
lasted until F(‘bruary 29, 1929, after the end of the taxaUe 
years 1!)1S and 1919 involved in this proceeding. The Di¬ 
rector (leneral, during such ])eriod, continued to operate 
the properties in the same manner as the com])any have 
previously done, by charging all working expenses, in¬ 
cluding depreciation, against the wheelage sections and, in 
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turn, against the Federal tenant companies. The result 
of all of such operations were reflected on the bcjoks main¬ 
tained by the Director General (Tr. 83 to 88 and 106 to 108). 

17. During the vears 1918 and 1919, while unddr Federal 
Control, the Belt Railway Company engaged in |no opera¬ 
tions but merely maintained its corporate organization, 
collecting all items of miscellaneous non-operatiiig income 
as well as compensation from the Director General and dis¬ 
bursing the amounts necessary to meet the |incidental 
charges of the corporate organization, such as salaries, 
cf cetera. The books of the corporation! reflected 
43 the following gross income and deductioiis for the 
years 1918 and 1919: I 


Income. 


lOlS 




Miscellaneou.s rent income. 

Income from funded securities. .lO.OOO.OO 

Income fnuu unfunde<l securities. S.9!K).SS 

<'omiH:*nsation from U. S. (lovernmcnt.... 


! .•!•> •>•»•> •> I 

i s.21>2.i>3 


Total income . 

$1,610,007.82 

.fl,(*>S0.5.57..3S 

Less • 

• 

Railway ()iK*nitinj: K.xpenses (a^neral. 

Railway Tax Accruals. 

Rent for leased road . 

Miscellaneous rents . 

Interest on unfunded debt. 

.$0,777.23 

18.808.00 

1,-40S.."»02.."0 

.30.00 

H--- - - 

i 

i .$4.3.001 >.78 

1 14,7(;0.02 

1,430.002.10 

1 ;;o.oo 

i 2.3.3.40 




$1.4.37,207.82 

$|l,310.757.:{S 

Net income . 

$172.S0<M)O 

!.$172.80t>.00 


The Director General assumed the obligation ofltlie Belt 
Railway Company to pay to the trustees under tjhe mort¬ 
gages of the Western Indiana Company the rental payments 
provided by the lease agreement of November 1, Il912, for 
the purpose of meeting the interest charges on |)onds of 
the lessor in a principal amount equivalent to the lvalue or 
cost of the lease properties. These rental payments 
amounted to $1,408,592.59 and $1,456,002.19 in the years 
1918 and 1919, respectively. Such amounts werejpaid di¬ 
rectly to the trustees by the Director General, but jwere in¬ 
cluded as offsetting items on both sides of the Belt Rail¬ 
way’s income account as shown above. Thus, th^ income 
account ‘‘Compensation from U. S. Government” jincludes 
such amounts as being constructively received, \\jhile the 
expense account “Rent for Leased Road” reflects ia corre- 
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sponcliiii^ ck*(liu*ti()iL 'riic account “Railway Tax Accruals" 
represents tiic accrual of arbitrary ami estimated 
44 amounts to cover income taxes. The remaining items 
re})resent uouopiu’atiug' revenue and exj)enses ot* the 
nature shown. All of thest* items, in each of the years 1918 
and 1919, wc*re used to (h‘t(*rmiu(‘ the net cor])oration in¬ 
come from non-operating- sources. 'Fhe Directoi- General 
then })aid such additional amount as was necessary to ])ro- 
duce the amount of $172,S()() rcMjuired for dividends, which 
))ayments an* includ(*d in tin* income account shown above, 
entitled ‘‘('oinpensatiou from T. S. (lovcrmm*!]!." None 
of the items above iiiclmh* any amount for the* loss n‘sulting 
from depreciation ('Fi*., S*J to 9d, and photostatic exhibits of 
journal entries for 1918 and 191!)). 

18. The (Commissioner in ])ri‘pariug the notice of de- 

ficienev evid(‘ntlv coufus(‘d tin* books of tin* Director Gen- 

• • 

eral with those of tin* cor])oi'ation, foi* tlu* items of net in¬ 
come shown in such notici* of detici(*ncv for tlu* vi*ars 1!)18 

* • 

and 191!) do not a])pear on tlu* (‘orpoi’ation*s books. Like¬ 
wise the deductions of Jr.'k'bdtJS.liS and )48.9>7 which the 
notice of delicieiicy s(*ts forth as “ I)(*])reciatiou disallowed" 
are not on tlie books of the coi-])oratiou and were not clainu*d 
by it as deductions (Tr., 82, 82). 

19. In 1!)17 the income taxi's accrued by the taxi)ayer 
were included in the working- ex])ens(*s charged against the 
wheelage sectioiij^ and colh'cted from the tenant liiu*s. Such 
accruals were, therefori*, reflected in both the gross income 
and the deductions which resulte-l in the net liguri* of ^1^172,- 
800 as sliown by the books (Ti*., 80). Likewise, in 1!)18 and 

1!)1!), the amount ])aid by the Dir(*ctor G(*ueral was 
47) sufficient (jwith non-o])i*ratiug iiiconu*) to cover the 
accrual of;income taxes and also the amount neces- 
sarv to ])av dividends amounting to $172,800. In this wav 
the gross income of tlu* taxpayer, as shown by tlu* books, 
included ])ayments r(*ceived from the us(*rs of the ])ro])erty 
to cover the income taxes accrued. Tlu* Gommissioner, 
liowever, lias added to the alleged it(*ms of net income found 

l)v liim an amount deti‘rmiui*d bv algebi'aic formula wliich 

» • ' 

exactly (*(juals in each year the Infd! tax due for that year, 
as follows: 

1917, (Commissioner adds total tax for 1917 
amounting to . $15,049.63 
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1918, Commissioner adds total tax for 191^, 

amounting to . 1 44,454.29 

1919, Commissioner adds total tax for 1919, 

amounting to .| 37,557.50 

i 

This action, the Commissioner now admits, ix^sults in a 
duplication of income inasmuch as the income sl^own by the 
books already reflected the amounts collected ifor income 
taxes (Tr., 88, 89, 113, IIG, 118, 119, 121. 122. ai^l Tax. Kx. 
Iand2).‘ i 

20. The total net income of the Belt Kailwav jis shown bv 

* * 

the books and the amounts deducted from gross!income for 
income taxes in arriving at such net income werelas follows: 


Year 

Not inconu* i»or Itooks 

ICstiinat(Ml iiK'oiiH*. 
taxes 

191G . 

. $172.8()l).()() 

(Allowable deduct 

1917 . 

.. 172,800.00 

:i:;!,4r)().00 

1918 . 

. 172,800.00 

18,8b8.00 

1919 . 

. 172,800.00 

14,7(39.92 


(Tr., 80, 80, 87, 88.) | 

Xow, August 13, 1928, the foregoing proposed (indings of 
fact certified from the record as a true copy. | 

[Seal, Board of Tax Appeal. 1924.] ! 


B. I). (JAMBLB, 

C/r [\ S. Board of Tax AppraJs. 

4G A true copy. Test: i 

B. I). (JAMBLB, 

Clerk r. S. Board of Tax Appf^als. 

1 

meg. i 

i 

United States Board of Tax Appeals. | 

Docket No. 4289. Promulgated November 25^ 1927. 

I 

The Belt Railway Company of Chicago, Petiltioner, 

i 

i 

V. 

(\)MMissioNEP. OF Intehnal Revenue, Respondent, 

i 

I 

A lessee of chattels that has no capital investment there¬ 
in, is not entitled to deduct from gross income thb amount 

i 
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of an annual dei)reciati(>n reserve established for the pur¬ 
pose of replaeini** or renewing such chattels. 


R. Keni]) Slaughter, Ks(j.. and Hugh (\ 
for the petitioner. 

A. K. Marrs, for llu* i*t*s])ondent. 


l>ickford. Esq., 


This ])r()ceedin!g is for the* redetcuanination of deficiencies 
in income and ])rotits taxes in the amount of $342.55 for 
191(1; $4,474.27 for 1917: $21,8S4.(;9 for 1918, and $18,- 
991.()4 for 1919. Th(‘ deticieiicv letter also asserts addi- 
tional taxes foi* the years 1!)13 to 1915, inclusive, but the 
petitioner admitted at the In^aring that the Board has no 
jurisdiction of siich tax(*s and abandoned the appeal in so 
far as it relates to those vears. 


FhvVntffs of Fact. 


The petitioner is a corporation organiz(‘d under the laws 
of the Stati‘ of Illinois, with its principal office and place 
of business at (’hicago. It was, during the years 1913 to 
1919, inclusive, engaged in o])erating freight train terminal 
and cli‘aring yard facilities in Chicago, ])rimarily 
47 for th(‘ IxMiclit of twc‘lve railway com])anies which 
owned all of its capital stock in e(}ual amounts and 
which an* h(‘reinnft(*r i'ef(‘ri‘(‘d to as the tenant com])anies. 

The ])etitioiu‘r did not, during tin* y(*ars mentioned, own 
the tracks, rigid of way, rolling stock and other equipment 
used ])y it, (‘Xc(‘])ting a few locomotives, but leased its fa¬ 
cilities from the (’hicago <S: \Vi*st(*rn Indiana Railroad for 


a })eriod of fifty years under a written lease dated Xovem- 
ber 1, 1912. Und(*r the tt‘rms of the lease the ])etitioner 
was obligat(*d to pay as money rental for the use of the 
properties the following amounts: 


(a) Five dollars on the tirst day of January in every 
vear of said term. 

(/y) Monthly, on tlu* last day of each month, one-twelfth 
of $828,000, being the annual int(*rest at the rate of four 
per cent per annum u])on $14,000,000, the valuation placed 
upon the Belt Division as it (‘xisti^l on May 11, 1911. 

(r) Monthly, on the last day of each month, one-twelfth 
of $39,840, being the annual iiderest upon $996,000 of tlie 
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I 

Consolidated Mortgage bonds of the lessor (t|ie Western 
Indiana Company) which had been issued and ilsed for ad¬ 
ditions and betterments to the Belt Division mi^de between 
May 11, 1911, and September 2, 1912. | 

(fl) Monthly, one-twelfth of the annual interest on all 
obligations of the lessor issued and outstanding from time 
to time, the proceeds of which shall have been used after 
September 2, 1912, for the construction or acquisition of 
additions or betterments to said leased properties. 


The lease also provided: 

i 

48 Sec. 4. The entire cost of the managentent, opera¬ 
tion, maintenance, re])air, renewal and inisurance of, 
and all ta.xes, liens, water rents and assessmehts on said 
railroad buildings, ecpiipment and all other prpperty and 
facilities by this indenture demised to the Lesj>ee and in¬ 
cluded as aforesaitl in the “Belt Bailway,” and the entire 
cost of the management, o])eration, maintenance, repair 
and renewal of, and all taxes, liens, water rents and assess¬ 
ments on, all enlargements and am/ improvcnmnlits thereof, 
and additions thereto, and on and to any other lines of rail¬ 
road hereafter accpiired by the Lessor for the exclusive use 
of the Lessee, its sub-lessees and assigns, sJuiM he borne 
aiuJ pa if I hi/ the lessee. * * *^ i 

Sec. 5. The Lessee, at its own ex])ense, shall and will 
exercise the rights and ])rivileges hereby granted, as fully 
as the Lessor^ as the oinier thereof or otherw\se, is now 
or may be by law recjuired to do, and at the same time shall 
and irill niaiittaiii the Belt Bailirai/ in thor()ii\yh re})aii\ 
U'orkiny order and eonditi<ni. using the best and\most suit¬ 
able materials for reneirals af the sanies as renifivals shall 
from time to time beefnn(‘ necessary, so as to be |suital)le at 
all times for the ade(iuate movement ovei- theiBelt Rail¬ 
way of the traffic and business to be moved 1 thereover 


Sec. 9. At the expiration of said term, to-wit, September 
1, 19()2, or at the date thereafter at which the principal and 
interest of all the l)onds and other obligations in this in¬ 
denture mentioned, secured to any extent by mortgage lien 
upon the Belt Railway, shall have been fully paill and said 
mortgages shall have been satisfied and discharged, or at 
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the earlier termination ot' this lease, the Lessee shall and 
will redeliver and surrender to the Lessor the several sub¬ 
jects of this lease or such thereof as shall tlien be subsist- 
inir in their j)lace, in as .iro()d order and condition as they now 
are (reasonable use and wear and tear excepted), with such 
additions, alt(‘rations and improvements as shall have been 
mad(* thereto. 


Tlu* ])ctitioner, on Xoveinlxu* 1, 1912, entered into a writ- 
t(*n a.erccnient with the twc‘lvi‘ t(*nant companies, which 
a.irr(‘{‘ment .eranted to each of such companies, ‘‘ecpial rii>:ht 
and })]-ivil(‘<*(‘ of running; and o])i‘ratinir the freiirht trains, 
locomotives and cars of such Hail way (’ompany, over and 
upon, or to us(^ and (‘iijoy, for the pur])oses of freiuLt 
tratlic, in common with the Belt Hail wav and with 
the other Hailway Lom])anies, and with such other 
com])anies as her(‘aftei’ may roc(‘iv(‘ from the Belt 
Hailwiiy, lirants pf similar or other riirhts of user,’’ all the 
properti(‘s of which W(‘re leased to the petitioner by the 
(1ii(*airo iJc Western Indiana Hailroad Company. The 
aii'reemeiit also ])rovid(‘d: 

Bach of the Hail way (’ompanies hereby covenants and 
airrees to and with each other of the Railway (’ompanies, 
and to and with the Belt (’omj)any, as follows: 

Section 1. To ,])ay monthly to the Belt (’ompany a pro- 
})ortionate slmre, to be d(‘termined as hereinafter ])rovided, 
of the Working- Expenses of the Belt Company, and the 
term “Workin<i- Lx])enses" shall include all rentals under 
said h‘asi‘ of Xoviunber 1, D12, and under such additional 
leases as hereafter may bi* made to the Belt Company, taxes, 
cost of maintenance, o])eration, r(*])airs and renewals, in¬ 
surance, manaii'ement ex])enses and all other ex])enses of 
the Belt Company, all expens(‘s of its work ti’ains eiiixaii’ed 
in maintenance* or repair of the Belt Railway, and includini;* 
such sums as may be necessary to ])ay dividends at the rate 
of not less than six ])er cent ])er annum u])on the capital 
stock of tlu* B(*lt Com])any, and excludini^ only the (*xpenses 
of the train service of the Belt Company, the wagvs of its 
trainmen and the cost of maintaining and operating its own 
rolling stock, in its separate o])eratioiis as defiiied in Article 
P^our of this agreement. * * 
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I 

Annual expenses, siu'li as taxes, insurance ai|(l all other 
ex])enses which are not ])ayal)le in monthly installments 
shall he estimated by the Auditor ol* the Belt (\hnpany and 
one-twelfth thereof shall be chari>’ed to the Wiorkin<>: Ex- 
lienses for each month. If pi‘actical)le, any miMaken esti¬ 
mate of siK'li annual ex})enses or such other expenses shall 
be atl.justed in the accounts for the remainiiiii: month or 
months of the fiscal year to whicli they a])ply,! but, if the 
accounts for such fiscal year are ('losed, such adjustment 
shall be made in the accounts for the remainin.j>: month or 
months of the fiscal year in wliich the ])ro])er correction of 
such estimate is ascertained. j 

On or befoi‘(‘ the ‘JOth dav of each (*al(*ndar month dur- 

* 

iui*’ the said tei-rn, tin* Bt‘lt (\)m|)any shall render to each 
of tlie Railway Oompanii's, statcmients showin.j;-jthe results- 
of its accounts of and foi* the next ])recedinh^ calendar 
month, as follows, to-wit: I 

i 

’)() (a) A statenumt, by sections, of tlu‘ nuinber of cars 

and hx'omotives mov(‘d ov(‘r the tracks of the Belt 
Railway durini;- said month, s])ecifyin_i>- how ihany were 
handled by the Belt Company and by each of tllie Railway 
Companies. I 

(/>) A statement, by sections, of all expenses incurred 
dnrini»- such month in the operation, maintena^ice, repair 
and renewal of the Belt Railway (after ap])lyia^iC to such 
I’enewals or repairs any sums which may have been received 
on account of insurance), inclndini;- all salaries, Vag-es, ma- 
t(‘rials, supi)lies, time tables, insurance and rentals, all loss 
and damaii’e to s])ecific sections, and all otheif expenses 
whatsoever applicabb* to st)ecific sections; also al statement 
of the Workin<»- Expcnises incurred by the Belt! (-ompany 
for said month, common to all sections or not apjiilicable to 
specific sections, which Workiiii^ Expc‘ns(‘s shallibe appor¬ 
tioned in such statements ainoni;' flu* several sections in the 
ratio which the aforesaid valuation of each sectii^n for such 
month bears to tin* total valuation of such month iof all said 
sections. I 

(c) A statement of all income or receipts of the Belt 
(■omi)any, from whatever source, for such month. 
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All net revenues of the Belt Company from its separate 
operations mentioned in Article Four of this agreement, 
and all income of the Belt Comi)any from all sources other 
than payments on account of Working Expenses, for each 
month, shall he tirst a])])lied to the payment of the propor¬ 
tion of Working Ex])enses chargeable, on the aforesaid 
locomotive and car basis, to said se])arate o])erations of the 
B(*lt Com])any during such month. Any such net revenues 
and income of the Belt Company then remaining, for any 
month, shall be applied by the Belt Company to reduce pro- 
taut the amounts of Working Expenses jiayable by each 
of the Kailway Companies for the next succeeding month, 
in the j)roportion which the amount of Working Expenses 
payable by such Kailway Company for such succeeding 
month shall bear to the total amount of the Working Ex- 
jKMises for such succeeding month. 

The pro])erties of the petitioner have been o])erated un¬ 
der the fon‘going l(*ase and o])erating agreement in the fol¬ 
lowing manner. The tenant companies ran their trains 
under tlieijr own j)ow(‘r directly to the clearing yard, 
bl Tin* ])(‘titioner operated the clearing yard and took 
ov(‘r the trains at that point and conducted the trans¬ 
fer of cars between non-owner and owner lines and indus¬ 
tries located along the petitioner's tracks. The petitioner 
tlu‘n comph‘ted the haul from the clearing yard to junction 
])oint with the owner and non-owner lines and with indus¬ 
tries located on its tracks. The petitioner's i)roperties were 
divided into ‘‘wheelage sections'’ against which were 
charg(‘d the expens(‘s attributable to each section. Other 
ex 1 anises which were common to the entire road were allo¬ 
cated to the various active sections on the basis of the valua¬ 
tion jilaced on each section by the parties to the agreement. 
In addition the entire amount of rentals under the lease 


and amounts sufiicient to pay dividends on the petitioner's 
stock, at the rate of (> per cent ($172,800), were charged to 
all sections on the basis of the valuation placed on such sec¬ 
tions. By this process all the expenses of every nature, 
including dividends at the rate of 0 ])er cent, were charged 
to the various wheelage sections. The total amounts so 
charged to the wheelage sections, less the tarilTs and inci¬ 
dental revenue received from other sources, were then allo¬ 
cated between the twelve tenant companies on the basis of 
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the use made of the properties during each month. The 
amounts so allocated were billed to the tenant icompanics 
and were paid by them, the net effect being that jail the ex¬ 
penses of the petitioner for each year, except the| incidental 
operations for non-owner lines, were paid by the tenant 
companies, as well as the amount of $172,800 \yith which 
to pay dividends of 6 per cent on its capital stock. As the 
result of these operations the books of the petitioner were 
balanced each year and always reflected a total ^let income 
of $172,800, which was appropriated as a dividtnid to the 
petitioner’s stockholders in proportion to tjieir stock- 
52 holdings. i 

Immediately after the lease of Novembiiu’ 1, 1912, 
was signed the board of directors of the Chicago & Western 
Indiana Railroad Company, in order to determihe the ex¬ 
tent of the petitioner’s liability to the replacement of equip¬ 
ment and rolling stock under the provision of I the lease 
providing for the return of the properties in as gbod condi¬ 
tion as when they were taken over, had an appraisal made 
of the equipment and rolling stock. This apprai^sal, which 
was made as of November 1, 1912, was com])let(L‘d May 1, 
1913, and was submitted to and adopted by tliej lioard of 
directors of the ])etitioner and of the Chicago & Western 
Indiana Railroad Company. The maximum useful life of 
the cars used by the petitioner is from 23 to 28 years and 
of the locomotives from 21 to 30 vears. i 

The petitioner, in each of the years 1910 and 1917, took 
depreciation on the equii)ment and rolling stock ileased by 
it from the Chicago & Western Indiana Railroad, pomputed 
at the rate of 3 per cent on the appraised valuation as of 
November 1, 1912, with adjustments for subsequent addi¬ 
tions and retirements. This depreciation, which ^mounted 
to $28,978.59 for the year 1916 and $27,846.96 forj the year 
1917, was charged to an expense account deniominated 
‘‘Working Expenses” and was credited to an account de¬ 
nominated “Accrued Depreciation on Equipment lof the C. 
& W. I. Railroad Company.” The account “Woitking Ex¬ 
penses,” which included such depreciation, was allocated 
to and charged against the twelve tenant com])ani([s in ])ro- 
portion to their use of the properties, the effect being that 
the tenant companies paid to the petitioner an ampunt suf- 
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ficienl to covor tlio dopi'eciation takaai on the leased equip¬ 
ment, and that the income i'rom this source exactly 
53 olTset the de{)r(‘cialion taken. 'Die money so collected 
from tin* tcniant companies to cover such deprecia¬ 
tion was held hy the petitioner for the express purpose of 
meeting the obligation for llie rej)Iacement of the leased 
equipment and, from time to time as conditions reciuired, 
was used for that purpose*. 

In the year 11)18 ail the })roi)i‘rtles used hy the petitioner 
were taken over hv the rniti‘d States Government as of 
January 1st of that year, and were oi>erated hy the Direc¬ 
tor General of Kailroads during the t)eri(Hl of Federal con¬ 
trol, which lasted until February 21), 11)20. The Director 
General, during the years 11)18 and IDID, op(‘rated the 
})roperties in the same manner as tlu‘ petitioner had pre¬ 
viously done, hy charging the working (‘Xpenst‘s, including 
ilepreciation, against the wheelagc* sections and, in turn, 
against the tmiant companies, 'flic result of these opera¬ 
tions wer(‘ relh‘ct(*d on the hooks maintained hv the Direc- 
tor General. During the yc‘ars 11)18 anti IDll) the p(‘titioner 
engaged in no operations hut merely maintained its cor¬ 
porate organization, collecting all items of miscellaneous 
non-operating income as well as compensation from the Di¬ 
rector General and dishur>ing the amounts necessarv to 
meet the incidental chai'ges of tin* corpoi*at(‘ organization, 
such as salaries, t*t cet(‘ra. Tlu* pt‘titioner's hooks retlected 
the following gross iiiconu^ ami (hnluctions for tlu* years 
11)18 and 
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The Director General assumed the obligations of the peti¬ 
tioner to pay the trustees under the mortgages of the West¬ 
ern Indiana Company the rental payments provided by the 
lease agreement of Xovember 1, 1912, for the ])urpose of 
meeting the interest charges on bonds of the lessor in a 
principal' amount ecjuivalent to the value or cost of the 
leased properties. These rental payments amobnt to $1,- 
408,592.59 and $1,456,002.19 in the years 1918 anci 1919. The 
payments were made directly to the trustees l)y the Director 
General, but were included as olTsetting items onlboth sides 
of the petitioner's income account as shown abpve. None 
of the items set forth in the above statement of the peti¬ 
tioner’s income for 1918 and 1919, include anv Amount for 
depreciation of its leased equipment. i 

The petitioner in its returns of income for the years 1916 
and 1917 included in gross income the amounts of $28,978.59 
and $27,864.96, respectively, entered on its bool^s and col¬ 
lected from the tenant companies for depreciation of its 
leased equipment and rolling stock, and alsp deducted 
55 those amounts in com])uting its net income for those 
years. No deductions were taken for suclji deprecia¬ 
tion on its returns for 1918 and 1919. The petitioner in 
the year 1917 estimated its income tax for 1916, Accrued an 
aliquot part thereof on its books each month anb included 
it in the monthly working expenses billed to and collected 
from the tenant companies. The amount of such! estimated 
tax, or the amount actually paid in the year 1917, was in¬ 
cluded in the petitioner’s income for 1917. The 1917 and 
1918 income and profit taxes were estimated and accrued 
on the petitioner’s books and the amount so estimated, or 
actually paid for 1917, was included in the ])etitioner’s re¬ 
turn of income for 1918, and the amount estimated, or paid 
in 1918, was included in the petitioner’s income for 1919. 
The respondent, upon audit of the petitioner’s returns for 
1916,1917, 1918 and 1919, disallowed the deductions of $28,- 
978.^ and $27,864.96, taken in 1916 and 1917, respectively, 
on account of depreciation of leased e(iuipment| added to 
income for 1918 and 1919 the amounts of $33,468.28 and 
$55,642.34, respectively, as disallowed depreciation on such 
equipment for those years, and also added $15,049.63 to 
income for 1917, $44,454.29 to income for 1918,| and $37,- 
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557.50 to income for 1919, as “income tax accrued/’ and 
determined deticiencies as above set forth. 

Ophiion. 

Marquette: Tlie deficiency letter herein asserts addi¬ 
tional taxes for the years 1913 to 1919, inclusive, and the 
petitioner appealed as to all of those years. How- 

56 ever, at the hearing- counsel for the petitioner con¬ 
ceded that the Board had no jurisdiction as to the 

years 1913, 1914 and 1915, and abandoned the appeal in so 
far as it relates thereto. 

The first (piestion ])resented by the record is whether or 
not the petitioner; in computing its net income for the years 
1916 to 191t), inclusive, is entitled to any deduction for de¬ 
preciation of the i-oHing stock and equipment which was 
lield under the lease set forth in the findings of fact. The 
Kevenue Acts of 1916 and 1918 each provide that in com¬ 
puting its net income a corporation is entitled to deduct a 
reasonable amount for the exhaustion, wear and tear of its 
property, and the petitioner rests its contention as to this 
issue on these provisions of the statutes. 

The record discloses that the petitioner had no invested 
capital in the property for which the depreciation was 
taken and the depreciation reserve established. This re¬ 
serve then, cannot be a fund set aside for keeping intact 
invested caj)ital; it can only be regarded as a fund accu¬ 
mulated fi'om v(‘ar to vear to meet a contingent liabilitv. 
dliis contingency—tin* wearing out and conseciuent need of 
replacement of locomotives and cars leased to and used by 
petitioner—|)robably would become an actuality before the 
termination of the lease. If and when such replacements 
’oecame nee(‘ssary p(‘tilion(M- was obligated by its contract 
to su])ply them at its own expense. But until such expendi¬ 
tures become necdssary and are actually made by the peti¬ 
tioner, it cannot deduct the amounts thereof from its gross 
income. It cannot anticipate a probable expense as to 
leased ])i*operty, and in which it has no capital investment, 
in computing its income tax. 

57 The Board early decided tliat a taxpayer operat¬ 
ing under a lease, who had no capital investment in 

the chattels under lease, had no basis for an allowance for 
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wear, tear and exhaustion. Appeal of Will\am J. Ost- 
heimer, 1 B. T. A. 18. In that case, just as in|the case be¬ 
fore us, the lease expressly bound the lessee jtaxpayer to 
maintain the chattels, supplies and etpiipmeht under the 
lease “in as good condition as they now are iand in such 
condition to * * redeliver them to the lessor at the 

end of the term. It was ai)parent in that cas(b, as in this, 
that the chattels under lease could not be mailntained and 
returned to the lessor in like condilion. exce])t l)y renewals 
and replacements. In that case, as in this, tl4 taxpayer’s 
books were kept on the accrual basis. The B(^ard said: 

In order that an item may be accrued, ho\tever, a lia¬ 
bility must actually be incurred in the taxable year. Schus¬ 
ter d‘ Co. V. 283 Fed. 115. The statute recog¬ 

nized the accrual basis of making returns by pj’oviding for 
the deduction of expenses incurred but not paid. It is ap¬ 
parent that no liability iu praesentl was incurred under 
the terms of the lease in (Hiestion in tlu* years IblS and 
1919 however well known it might have been tliM a liability 
in some amount would be incurred at some ^me in the 
future. The liability to restore chattels as good as new or 
as good as when received when a lease is nltiiniatelv can- 
celled or surrendered at some indefinite or indeterminate 
time in the future* is not a ])resent actual liab|Iity, and is 
not the actual incurring of an expense or liability. 


In the case of a lessee of chattels who is required by the 
terms of the lease to make such renewals or replacements 
as are necessary to keep the property in as good condition 
as when received as additional rental or as a condition to 
the continued use of the property to which he has no title 
and is acquiring none, they are deductible, if a): all, as ex¬ 
penses paid or incurred in carrying on a trade 6r business. 
Keserves for future unincurred expenses arei not allow¬ 
able as deductions under the Revenue Act of 1918. 

I 

The same conclusion applies under the Revenue Act of 
1916. See also Weiner v. WeAsSy 17 Fed. (2d) 650; 
58 6 Am. Fed. Tax Rep. 6527 to the same eifect. 

These decisions are directly in point with the case 

i 

I 

j 

i 
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wc* are now conkiderinii;. The ]'c‘titioiier had no cost or 
caj)ital investment in connection with the leased rolling 
stock. Wliatever liability it may have had with respect to 
such chattels, it was a future, not a present liability. The 
petitioner’s original cai)ital would have remained unim- 
])aired (‘ven thougli this de])reciation reserve had not been 
established. We therefore sustain the Commissioner in 
his disaliowance of the depreciation reserve as a deduction 
from gross income in the vears 1916 and 1917. The record 
shows, however, that the petitioner did not take any de¬ 
ductions for de])reciation of the leased equipment in com¬ 
puting its net income for 1918 and 1919 and the respondent, 
therefore, eri'etl in adding to its income as reported, any 
amount as disallowed depreciation of that equipment for 
those vears. 


The only other assignment of error is that the respond¬ 
ent added to the petitioner’s income for 1917, 1918, and 
1919, inclusive, erroneous amounts as “income tax ac¬ 
crued’’ in those years. The record as to what actually oc¬ 
curred in this respect is not as clear as might be desired; 
in fact, it is diflicult to tell what the true situation is. How¬ 


ever, it at)])ears that the ])etitioner in the year 1917 esti¬ 
mated the tax that would be due and payable in that year 
on its return for 1916, accrued such estimated amount on 
its books and collected it from the tenant companies. In 
reporting its income for 1917 the petitioner included 
b!) therein either the amount estimated and accrued for 


191() taxes,, or the amount thereof actually i)aid in 
lin7. The 1917 and 1918 taxes were handled in a similar 


manner; that is, they were estimated, accrued and collected, 
and either tlu‘ estimated amount, or the actual amount paid, 
included in income for 1918 and 1919. The respondent 
has added to income for 1917, 1918, and 1919, the amounts 
set forth in the findings of fact which, it is conceded, re¬ 
sulted, to some extent at least, in a duplication of income. 
We hav(‘ heretofore held in Pnn'Klcnce cO Worcester Rail- 


roaiJ Co., b B. T. A. 1186, that income and }>rofits taxes of 
the lessor, ])aid by the lessee, constituted income in the 
year in which paid, in the nature of additional rental. 
Therefore, the ])etitioner’s income tax for each of the years 
1916, 1917, and 1918 was a proper accrual in the subsequent 
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year, and since it passed its taxes on to the tenant com¬ 
panies; that is, they reim])nrsed the petitioner i'p each year 
for the taxes on the preceding year’s income, there should 
be included in income for 1917,1918, and 1919, respectively, 
the exact amount of taxes due in each of those years on the 
income for the preceding year. I 

Reviewed bv the Board. I 

Judqwcnt iviU he ottered tni 15 daifs' nofiet' iKtider Rule 

50. I 

Morris and Green did not participate. I 

Stoniliagen concurs in tlie result. | 

Trussell dissents. 

I 

1 

! 

Now, August 1*1, 1928, tlio foregoing findings |of fact and 
opinion certified from the record as a true copy. 

[Seal U. S. Board of Tax A])poals. 1924.] | 

i 

B. B. OAMli^LK, 

T, 

CIcrJx U. S. Board of Tax Appeals. 

GO United States Board of Tax A])])eaU. 

Docket Xo. 4289. i 

i 

Belt Railway Company of Chicago, Petitioner, 

I 

V. I 

('oMMISSIdNKI! dl' I NTl:i;.\.\l. HkVKN' l-K. R«‘S|>f|ll(lon(. 

i 

Order Ri detentthiittfj Dcfietcttcies. | 

Pursuant to the decision of tli(‘ Hoai'd ])]'omu|gated No¬ 
vember 25, 1927, the res])on(lent having on J<uiuarv 24, 
1928, filed a proposed redetermination of the (Jeficiencies 
herein and the petitioner having on .Tannary 25,j 1928, filed 
a ])rf)posed alternative redet(‘rmination of saifl (leficiencies 
and the same having Ixhhi called foi* hearing on! February 
16, 1928, pursuant to notice to the respective pipdies, and 
arguments having been made and heard thereon \ after due 
consideration thereof, it is 

Ordered and decided, upon redetermination, tluit the peti¬ 
tioner’s deficiencies in tax for the years 1916,1917i, 1918 and 
1919 are as follows: 
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1916 . $422.94 

1917 . 2,573.4:] 

191S . 89.93 

1919 . 1,085.14 

Now, Aii.<»:ust 13, 192S, tlu* foroi»-oinu- onU*!* ot‘ redotor- 
miiiation certified from the record as a true copv. 

JOHN J. MARQUHTid*:, 
Mrnfhcr I'nifcfJ Staff's BoarfJ of Tax Appeals. 

P>. 1). GAMBLK, 

T., 

(lerk r. S. Board of Tax Appeals. 
[Seal V. S. Board of Tax Ap])eals. 1!)24.] 
filtered .Mar. 21, 1928. 

A true co])v. Teste: 

B. D. GAMBLK, 

! Clerk r. S. Braird rtf Tax Appeals. 


(;i Filed Xov. 29, 1927. 

ITiited States Board of Tax .\ppeals. 
Docket Xo. 4289. 

Bklt Railway Comi’anv of Guica(;o, Petitioner, 


V. 


Gommissioxkk of 


Intkilxal Rfaente, Res])oiident. 


Mrd'ion. 


(’omes now the petitioiua* in tin* above-entitled cause by 
its attoriu*ys. R. Kemp Slanii-hter and Iluiih C. Bickford, 
and moves that,the Board reconsider its tindin<rs of fact, 
interlocutory decision and o]nnion promnlg’ated therein on 
Xovember 25, 1927 and entin* .jndii*ment for the petitioner 
for the following reasons: 

(1) The tindings of fact made by the Board in said cans(‘ 
are not in accordance with the evidence in that the Board 
has wliolly failed to find in accordance with the pro])osed 
findings of fact made and filed liy the petitioner and fully 
established by the evidence, in the following respect: 
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I 

The Bolt Eaihvay, as :'i common carrier, is suliject to the 
.inrisdiction of tlie Interstate Commerce Commission, and 
its accounts are kept in accordance with the orders and in¬ 
structions of tliat , 2 :overnmontal a.irency. On Jupe 21, 1012, 
tlie Auditor of the Com])any addressed the follojvino- letter 
to the Commission: 
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‘Mune 21, 1012. 


^‘^Ir. Chas. A. Lutz, 

• ^ I • • 

Chief Examiner Interstate Commerce Comujiission, 
Washington, D. C. 


“Dear Sir: | 

“I am writini»- for advi(*o in connection with handling: of 
depreciation on eriuipment in connection witli the 1C. & W. I. 
R. R. and the Belt Railway of Chica^'o. Tlie C. 4 W. I. are 
owners of the pro])erty leased hy the Belt Railwjiy of Chi- 
caii'o and under a contract lH*tween the two companies, the 
Belt Ry. of Chicairo leases fi*om the C. & W. l.| all of its 
equipment with the exce])tion of a very few locomptives and 
other eijuipment which are owned exclusively by them. 

‘‘Under this contract and lease, which is for toO years, 
the Belt Ry. of Chicag'o is r(*(|uired to indemnify tlie C. & 
W. I. in full at the end of the period, or before if| required, 
for such e(iui])ment-. This beini;- the case, it seems to me 
quite proper that the Belt Ry. of Chicai>o shoyld create 
from year to year a Liability Account throui*:h depreciation 
on such equipment leased, which will, from yeaV to year, 
take care of the ori.<::inal value of such eiiuipmeiit as they 
mav have leased from the C. & W. I. With thiik in view, 
would it not be ])]-o])er to set up in the account of* the Belt 
Ry. of Chica<»'o such an account, ai»-ainst which j^hould be 
entered from time to time a sufficient amount in Ideprecia- 
tion to offset at the time of destruction or obsolescence, the 
value of the equi])ment leased: and per contra, an account 
in the accounts of the & W. I. of an ecpial amoiint, show- 
in<j: such amount, as is due from the Belt Rv. of Chicaero to 
cover the value of e(iuipment leased—this amoiint to be 
cumulative from month to month and from year to year 
until such equipment is destroyed or becomes obsolete? 
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“On the C. & W. I. ])Ooks, of co::'.*so, the amount charged 
to tlie Belt Kv. of Chicago would he a credit to cost of 
equipment in their accounts. The above takes care of only 
the equipment leased hy the Belt Ky. of Chicago from the 
C. & \V. T. as the e(piipment owned hy the C. & W. I. and 
used by it in joint service with tenant lines would be han¬ 
dled in tlie regular manner as prescribed by tiie Interstate 
Commerce Commission. 

“I should be glad of vour advice in the matter as earlv as 
is consistent with vour other duties. 

“Yours truly, 

(Signed) ' ^ “R. L. ]>ORTER.” 


In reply thereto the following letter was received: 

“Interstate Commerce Commission, Washington, 

“JulvX 1912. 

“Mr. R. L. Porter, Auditor Assistant Secretarry Chicago 
& Western Indiana Railroad Co. and the Belt Railwav 
Co. of Chicago^ Dearborn Station, Chicago, Illinois. 

G3 Deai: Sik: 

“I have received your letter of June 21st asking the ad¬ 
vice of this othce in the matter of the accounting for de¬ 
preciation on leased eipiipment. 

“A similar (luestion was recently considered and the con¬ 
clusions reached are substantially the same as those outlined 
in your letter. It is tx'Jirrcd that tJtr depreriation of such 
equipment is properlp charpeahle hq the lessee to its equip¬ 
ment depreciation accounts in opcrati)iq <\rp(‘nses. Amounts 
thus charged should be concurrently credited to a suspense 
account under ‘Other deferred credit items’ in the General 
Balance Sheet Statement, this suspense account to be 
cleared through charges on account of payments to the les¬ 
sor under the agreement for indemnification. In accounting 
for the depreciation, the lessor should periodically credit 
the accrued depreciation to general balance sheet account 
B 1-c, ‘Reserve for accnu‘d d(‘])recation—(’r.' concurrently 
charging an account under ‘‘Other deferred debit items,” 
which will be cleared by payments of the lessee. 

“Yours verv trulv, 

(Signed) ‘ ‘ “CHAS. A. LUTZ, 

Chief Examiner of Accounts/^ 


I 
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(See i)aragraph 7, I^roposed Fimlings of Fact dn behalf of 
])etitionor.) | 

(2) The findings of fact made by the Board in said cause 
are not in accordance with the evidence in thatj the Board 
has wholly failed to find in accordance with the i)ro]iosed 
findings of fact made and filed by the petitioneji* and fully 
established by the evidence, in the following respect: 

I 

That none of the cars, locomotives and other! eipiipment 


Chicago & 
or have a 
lease and 


used by the ])etitioner under its lease with the 
Western Indiana Kailroad Company will last 
useful life until the termination of the bO veaii 

• I 

that all of such cars, locomotiv(‘s and equipment must be 
replaced by the ])etitioner before that date. ;(See })ara- 
grai)h f). Proposed Findings of Fact in behalf of ijietitioner.) 

(3) The interlocutory decision and opinion ptornulgated 

])v the Board on Xovember 2r), 1927 are contrarv to law in 

• *1 

that the Board has coin])letely and wholly failed to consider 
one of the major issues presented to it by the! ])l(‘adings, 
evidence and arguments in said ])roce(‘dings; nam(*ly, that 
the Board has failed to considiu' or decide whetluT the sums 
collected under contract by the p(‘titioner fromjits tenant 
lines for recognized de])reciation and heh^ by it for 
()4 the express pur])ose of meeting the obligation for 
the replacemcMit of l(*ased ecpiipnient wer^^ received 
in trust with a con-esponding liability for replacement and 
did not, therefoiH*, constitute taxable income. (|See ])ara- 
graph 4 (d) of the original ])(‘tition.) I 

(4) The interlocutory decision and ()])ini()n (‘Intcnvd by 
the Board as aforesaid are (*onti'ary to law in thalt it (hniies 
the ])etitioner the right to take as a deductionl from its 
gross income depreciation on leased e(piipmeni for the 
reason that the j)etitioiier 'Miad no invested capijtal in the 
])roperty,” whereas the conti’olling revenue acts|say noth¬ 
ing whatever about invested capital in ])roperty upon which 

the loss for wear and tear is suffered nor do sucli revenue 

1 

acts make any re(pdrements that there be such tin invest¬ 
ment, but merely that there shall be allowed as a fleduction 
such loss for such wear and tear as falls upon the taxpayer. 

(5) The opinion is contrary to law in that it failb to allow 


7 " 1 8140 ^ 
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tlio pofitionor ns dodiK-tions from .<i:ross income in the year 
191() and 1917 the amounts $28,978.5!) and $27,846.90 
res])ectively. 

(6) Tlie ])roeeedin,i;:s leading: to snch interloentory de¬ 
cision and opinion were contrary to law and illeiral for the 
reason that the petitioner was not irranted an o])])ortnnity 
to he heard at the time the decision of the division of this 
Board was nwiewed ])v tlie full Board. 

The petiti()m‘]% hy its attorney, further moves that an 
opportunity he irranted for liearine: n])on the foreg’oing 
motion, and in the event that this Board denies (‘acli or any 
of the foregoing grounds and reasons, tlie ])etitioner does 
hereby make and note and recjiiests this Board to enter as 
of record its exce])tions to each and any ruling d(‘nying said 
reasons for reconsidei'ation upon the grounds iKUvinahovo 
stated. 

W KKMV SLAUtniTHK, 

IIUGIT i\ BlGKFOKD, 

Affontci/s for Pvt it loners. 

Xow, August l.‘>, 1928, the foregoing motion certitied 
from the record as a true copy. 

ISeal, r. S. P>()ard of Ta.x Ajipeals. 1924.] 

I B. D. GA.MBLF, 

T 

*> 

Clerk r. S. Board of Tax Ajipvals. 

65 United JStates Board of Tax Appeals. 

Docket Xo. 4282. 


Bp:lt Railway Go-muany of Chicago, Petitioner, 


V. 


CoM.MISSlOXEU OF 


Internal Revence, Respondent. 


Order DeiiijiiKj Mothni for Reconsideration. 


The petitioner herein having, on X^ovember 29, 1927, filed 
its motion with the Board to reconsider its tindings of fact, 
interlocutory decision and opinion ])romulgated on No¬ 
vember 25, 1927, and to enter judgment for the petitioner; 
the same having been given due consideration, it is now 
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I 

I 

Ordered that the said motion be and the same hereby is 
denied. j 

JOHN J. .MARQUETTE, 
Member United States Board of Tdx Appeals, 

AVashington, D. C. I 

1 

i 

Entered Jan. 18, 19*28. | 

Now, August 13, 19*28, the foregoing order certified from 
the record as a true copy. ! 

[Seal Board of Tax Appeals.] | 

B. I). GAMBLi:, 

T 

’’ i 

Clerlx U. S. Board of Taop Appeals. 

I 

A true copy. Test: j 

B. D. GAMBLE, j 

Clerk U. S. Board of Tax Appeals.\ 
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Filed June 22, 1928. 


In the Court of Appeals of the District of Coljumbia, 

Term, 1928. ! 


Docket No. — . I 

i 

i 

Belt Railway Company of Chicago, Petitioner, 

! 

V. I 

1 

David II. Blair, Commissioner of Internal Revenue, Re¬ 
spondent. ] 

Petition for Reriem of the Decision of the United States 

Board of Tax Appeals. l 

1 

To the Honorable tlie Justices of the Court of jAppeals of 
the District of ('‘olumbia: * ! 

I 

The Belt Railway Company of Chicago, in support of this 
its petition, fil(‘d in pursuance of the pi'ovisionsj of Section 
1001 of the Act of Congress approved Februaify 26, 1926 
entitled the Revenue Act of 19*26, for the revie^y of the de¬ 
cision of the United States Board of Tax Appeals rendered 
on the 21st day of March 1928 respectfully shbws to this 
honorable court as follows: i 
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I. Statement of the Xature of the Controversy. 


(1) On tlie 21st day of May 1025 the })etitioner filed with 
the United States Board of Tax Appeals, in pursuance of 
tlie provisions of the Kevenue Act of 1020, its petition re¬ 
quest inii; the redetermination of deficiencies in income and 
excess ])rofits taxes as shown by the final notice of defi¬ 
ciency jireviously mailed by the respondent on the 24tli 
(lav of March 1025, such deficiencies beinc: as follows: 


For the calender vear 

kk ik i i 

ii ii kk kk 

a kk kk kk 


1010 

1017 

1018 
1010 


$342 55 
4,474 27 
21,884.00 
18,001.04 


07 Th(‘ said petition, in all r(‘sp(‘cts material to the error 
h(‘reinafter assi.u-iu^d, all(‘.u'(‘d that the respondent, as 
Commissioner of Internal Kevenue, had erred: 


(r/) In (hmyinii: ])efitioner the rii^lit to claim as a deduc¬ 
tion from uross income a reasonable allowance* for deprecia¬ 
tion on c<jui])ment (locomotives and cars) used in its busi¬ 
ness under the terms of a lease from the C'hicag'o and West¬ 
ern Indiana Kailroad Company, for which depreciation the 
tax])ayer was oblig-ated under the lease agreement to re¬ 
imburse the lessor. The deductions for such depreciation 
claimed by the petitioner in its income and profits tax re¬ 
turns but disallowc'd by the n‘s])ondent in computing the 
deficiencies asserted were as follows: 


For the year lOlG 

kk kk * kk 


$28,978 59 
27,846.96 


(5) In denying ]H‘t it loner's alternative contention that 
tin* funds coIl(‘ct(‘d by the ])etitioner from its own tc'iiant 
user lines to cover the obligation of the company to the 
lessor for such depr(*ciation losses were held in trust by 
the ])etitioner to make good wear and fear on such e<piip- 
ment, and, accordingly, the amounts so coll('ct(*d and in¬ 
cluded in income by the petitioner should be eliminated 
therefrom and treated as return of capital or be reserved 
out of income for payment to the lessor company by way 
of additional rental. 
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(2) Tliereaftcr on tlio 1)1 h day ol* Soptembcjr, 1925, the 

petitioner tiled a supplemental petition raising pther issues 
not eonneeted with the errors herein assigned,! which sup- 
])lemental petition was accepted by order ot*| the Board 
dated September 10, 1926. Answers were duly filed by the 
respondent denying generally tlu‘ allegations pf fact and 
assignments of error contained in the original hiid supple¬ 
mental petitions. | 

(3) Thereafter on tlu‘ 12th and IMth days [of October, 
1926, a hearing in the said procetnling was held before the 
said Board; the Ilonorabh* John J. Manpiettie, Member, 

l)residing; at which time the petitioner by competent 
(kS- 78 witness submitted testimony to establisjh the facts 
alleged and as hereinafter mor(‘ fulhi set forth. 

' • I 

Thereafter on the 1st day of XovemlxM*, 1926, thp ])etitioner 
filed with the said Board its bi-i(‘f and proposed! findings of 
fact. The said pi*opos(‘d findings of fact r(‘(jiu‘sted special 
fimlings in sui)stantial accordaiKH* with tin* findings of fact 
as th(‘r(‘aft(‘r ma(h‘ by tlie Board and h<*i-(‘inaft(h‘ set forth, 
exce])ting that it recpiested certain special findiiigs in addi¬ 
tion thereto, and also as more fullv set forth hereafter. 

(4) Theivaftcu* on tin* 25111 day of November, 1927, the 

said Boai'd promulgat^xl its lindings of fact aiujl interlocu¬ 
tory decision, as follows: i 


* 


* 


79 (5) Thereaftiu* on the 29th day of Xovebiber, 1927, 

the ])etitionei* filed with the said Board a motion that 
the Boai’d reconsider its findings of fact, interlochitory deci¬ 
sion and o])inion as afor(‘said and ent(‘r judgment for the 
})etitioner, for tin* following i’(‘asons: ! 

‘‘(1) The lindings of fact mad(‘ by the Bohrd in said 
cause are not in aceoi-dancc* with th(‘ evidence in that the 
Board has wholly faihxl to find in accordance wilfli the pro¬ 
posed findings of faet inad(‘ and fihxl by th(‘ petitioner and 
fully establish(‘d by the evidence, in the followiiig res])ect: 

j 

“The Belt Bailway, as a common carrier, is|subject to 
the jurisdiction of tin* Interstate Comim‘rc(‘ (N)mmission, 
and its accounts are kej>t in accordance with the orders 




54 


THE BELT RAILWAY OF CHICAGO VS. 


and iiLstiTictions of that i::overnmc*ntal aironcv. On June 21, 
1912, tlie Aiulitoir of the (^ompany addressed the followinj^ 
letter to the Commission: 


“June 21, 1912. 

“Mr. (’has. A. Lutz, 

Cliief L.xaniiner Interstate (’ommeree (’ommission, 
Wasliiiinton, I). (’. 

“Dear ISik: 

“I am writini;*, for advice in connection with handling of 
depreciation on (.^(piipment in connection with the C. & W. I. 
K. IL and the Belt Kail wav of (’hicajro. The C. & W. 1. are 
owners of the })roperty leased hv the Belt Kail way of Chi¬ 
cago and inid(‘r a contract between the two comj)anies, the 
Belt Kv. of (’hicago leases from the (’. & W. 1. all of its 
eipiipnumt with the exception of a very few lo<*omotives and 
otluM* (Mjuipment which are owned exclusively by them. 

“ruder this contract and lease, which is for 999 years, 
tlu‘ iH‘lt Ky. of (’liicago is re<piired to indemnify the (\ & 
\V. 1. in full at tlie end of the j)eriod, or before if required, 
for such (Mpiiinnent. 'fliis being the case, it seems to me 
(piite pro})er that the Belt Ky. of Chicago should create 
from y(‘ar to year a Liability Account through depreciation 
on such e<piipment leased, which will, from year to year, 
take care of theioriginal value of such ecpiit^ment as they 
may have leased from the C. c'c W. 1. With this in view, 
would it not be proper to set up in the account of the Belt 
Ky. of (’hicago such an account, against which should be 
(‘Utered from time to time a suflicient amount in de- 
t>() preciation to offset at the time of r-o;/struction or ob- 
soh‘scence, the value of the equipment leased; and 
l)er contra, an account in the accounts of the C. & W. 1. of 
an eijual amount, showing such amount as is due from the 
Belt Ky. of (’hicago to cover the value of equipment leased 
—this amount to be cumulative from month to month and 
from year to yt‘ar until such ecpupment is destroyed or be¬ 
comes obsolete ! 

“On the C. W. 1. books, of course, the amount charged 
to the Belt Ky. of .Chicago would be a credit to cost of equi])- 
ment in their accounts. The above takes care of only the 
equipment leased by the Belt Ky. of Chicago from the C. 
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& W. I. as the equipment owned by the C. & W. I. and used 
by it in joint service witli tenant lines would be ihandled in 
the re^ilar manner as prescribed by the Interstate Com¬ 
merce Commission. I 

“I should be glad of your advice in the mattiu’ as early 
as is consistent with vour other duties. 

“Yours truly, ■ 

(Si}?iied) “R. L. PORTER.” 

i 

“In reply thereto the following letter was received: 

i 

“Interstate Commerce Commission, Washiiigton. 

i 

“ Juljj 5,1912. 

“Mr. R. L. Porter, Auditor & Assistant Socretaiv Ohieaso 
& Western Indiana Railroad Co. and the Belt Railway 
Co. of Chicago, Dearborn Station, Chicago, Illinois. 

“Dear Sir: I 

1 

I 

“I have received your letter of June 21st askipg the ad¬ 
vice of this office in the matter of the accounting for depre¬ 
ciation on leased equipment. j 

“A similar question was recently considered ahd the con¬ 
clusions reached are substantialIv the same as those out- 
lined in your letter. It is believed that the deprc|ciation of 
such equipment is properly chargeable by the le^fsee to its 
e(piipment depreciation accounts in operating iexi)enses. 
Amounts thus charged should be concurrentlv credited to a 
suspense account under ‘Other deferred credit items’ in the 
General Balance Sheet Statement, this suspense account to 
be cleared through charges on account of paymehts to the 
lessor under the agreement for indemnificationL In ac¬ 
counting for the depreciation, the lessor should periodically 
credit the accrued depreciation to general balance! sheet ac¬ 
count B 1-c, ‘Reserve for accrued depreciation—Or.,’ con¬ 
currentlv charging an account under ‘Other deferred debit 
items,’ which will be cleared by payments of the Iqssee. 

“Yours verv trulv, | 

(Signed) ‘ * “OKAS. A. LUtZ, 

''Chief Examiner of Aecdumts/' 
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81 “(-) Tlio fiii(lii{in-s of fiK'i niado ])y tlie Board in 

said caiiso are not in acconlance with tlie evidence in 
tliat the Board has wliolly failed to find in accordance with 
the j)ro})os(‘d lindinus of fact made and tiled by the peti¬ 
tioner and fnllv establish(‘d l)v the evidence, in the follow- 
ing respect: 


tt'Tl 


That none of the cars, locomotives and other eqiii])ment 
used by the ])etitioner under its lease with the Chicago & 
Western Indiana Kailroad Company will last or have a use¬ 
ful life until the t(‘rmination of tlu‘ 50 V(‘a]* lease and that 
all of such cars, locomotives and e(iui])m(‘nt must be re¬ 
placed by the pt*tition(‘r before that date. 

“(.*>) The inttu'lociitoi'y decision and opinion promul- 
irated bv tlK‘ Ib)ard on Xovembcu* l!5, ar(‘ contrarv to 

law in that tin* Board has complet(‘ly and wholly faih‘d to 
consider one of th(‘ major issu(*s pi'(‘senteil to it by the 
pleadings, evidence and argunu*nts in said proc(‘eding; 
namelv, that tin* Board has failed t(> considtu* or deride 
whether the sums colh*(*t(*d undc‘r contract by tlu‘ ])e‘titioner 
from its tenant lines for i-(‘cognized d(‘]U’t‘ciation and held 
by it for the t‘xpre‘ss })ur])ose‘ of m(‘(‘ting tlu‘ obligation for 
the replacement of h‘as(‘d tMjui])mi‘nt were* I'ereiveel in trust 
with a corres})e)nding liability for re‘])lae‘e‘me‘nt anel eliel ne)t, 
therefe)re‘, constitute* taxabh* ine*e>me. 

“(4) 'riie inte*rloe‘Ut(U‘v ele*e‘isie)n anel o]>inion e*nte*i'e*el by 
the Boarel as aforesaiel are* ceniti'aiw to law in that it ele*nies 
the petitie)ne*r the* right to take as a ele*elue‘tie)n fre)m its 
gross ince)me* ele*pi’e‘e*iatie>n on le*ase*el e*(iui))me*nt fe>r the* i*ea- 
son that the petitioner ‘hael im inve*ste‘d e-aintal in the ])re)])- 
ertv,’ where‘as the* e-emtre)Hing re*ve*nue* ae*ts sav nothing 
wliatever about inve*ste*el ca])ital in pre>])e*rty upe)n which the 
loss for wear anel tear is suffered nor eh) such revenue acts 
make* any re*<iuire*me*nts that there* be* such an invest- 
82 ment. but me*re*ly that the*re* shall be* alle)Weel as a de- 
ductie)!! such le>ss for siu'h we*ar anel te‘ar as falls 
upon the taxpayer. 

“(5) The opinion is ce)ntra]-y te) law in that it fails te) 
allow the petitie)ne*r as ele*eluctie)ns fre)m gre)ss income in the 
years 1916 and 1917 the amounts ?i^28,97S..)9 anel $27,846.96 
respectively. 
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‘‘(6) The proceedings leading to such interlocutory de¬ 
cision and opinion were contrary to law and illlegal for the 
reason that the i)etitioner was not granted ani oi)p()rtunity 
to be heard at the time tlie decision of the division of this 
Board was reviewed by the full Board. j 

“The petitioner, l)y its attorney, further m|)ves that an 
opportunity be granted for hearing upon the fbregoing mo¬ 
tion, and in the event that this Board denies eajch or any of 
the foregoing grounds and reasons, the petitioner does 
hereby make and note and recpiests this Boarc] to enter as 
of record its exceptions to each and any ruling ([lenying said 
reasons for reconsideration upon the grounds Ihereinabove 
stated.’’ i 

(6) Thereafter on the 18th day of January, l|)28, the said 

Board, without having granted any hearing to consider such 
motion, denied the same. j 

(7) Thereafter on the 21st day of ^larcli, 19^28, the said 

Board entered the final order of redeterminatioiji approving 
deficiencies against the j)etitioiier for the years! 191(), 1917, 
1918 and 1919 computed in accordance with th^ said inter¬ 
locutory decision and opinion, as follows: I 

P^or the calendar year 1916.j. . $422.94 

1917 .1.. 2,573.43 

1918 .i. . 89.93 

1919 .!.. 1,085.14 


i i 

i i 


i i 
i i 
i i 


i i 

i i 


t i 
i i 
I i 


II. Designation of Court of Review.i 

'■ i 

The petitioner, ])eing aggrieved by the said jfiiidings of 
fact, o])iiiioii, decision, and order, desires a review thereof 
in accordance with the provisions of the Reveiiue Act of 
1926 by the Court of A])peals of the Distirict of Co- 
83 luin])ia, and for such purpose files herewitf,! an agree¬ 
ment by and between the ])arties hereto thjat said de¬ 
cision be so reviewed. 

III. Assignments of Plrror. 

Your p(‘titioner says tliat in the record and proceedings 
of said United States Board of Tax Appeals, ini the above 
entitled cause, and in the final order entered therein, there 


8—4814a 







58 


THE BELT RAILWAY OF CHICAGO VS. 


is maiiiiVsl error, and i‘or error petitioiier assi<i:iis the fol¬ 
lowing: : 

(1) The Board erred in entering: its final order of March 
12, 192s, ai)])rovintr d(*(ici(*nci(*s (•om])iited in accordance with 
the interlocutory findiniis, opinion and decision of Xovem- 
])er 25, 1927. 

(2) The Board erred in holding: tliat tlie ])etitioner was 
not entitled to deduct from <rross income for tlie taxable 
years 191(5 and 1917 the amounts of $28,978.59 and $27,- 
84().9(), res]H*ctiv(‘ly, to cover the loss resulting: from de¬ 
preciation, w(‘ar, tear and exliaustion of e(|uipment assets 
used in its business. 

(M) The Board erred in holding: that petitioner was not 
entitled to claim as (h‘duction from irross income for the 
years 191(5 and 1917 depr(‘ciation amountini»- to $28,978.59 
and $27,84(5.9(5, i-es])(‘ctively, u])on e<|ui])ment leased from 
the (.’liicaii-o \V(‘Sitern Indiana Kailroad (Vmipanv uiuhu- a 
lease a^irrecmnuit which ])lac(‘d the burden of such losses 
u})on ])etition(‘r by I'cMpiirinii- the ])(‘titioner to account for 
such loss and re])hic(‘ tin* (‘(prpiment, all of which will be¬ 
come entir(‘ly (h‘preciat(‘d aiid r(‘tired b(‘fore the ex])iration 
of the t(‘rm of such h*ase. 

(4) The Board ei’red in holdini*- that the liability for de¬ 
preciation loss on leased (‘(iui])ment did not accrue in the 
taxable years, not wit list andine- that the ])etitioner and the 
lessor, as well as the twelve other railroad comjianies which 
use petitioner's facilities, have, since the execution of the 
lease and operat ini»* ai 4 r(‘(*ments in 1912, consistently treated 
such liabilitv as (*urr(‘ntlv accruini*- each month and have 
accounted tln‘i*(‘for at tin* (*nd of c‘ach month. 

(5) The Board (‘ri'ed in holdinii' that (h‘]n‘eciation loss 
did not currently accrm* for ])ur])Oses of tax ac- 

84 countin.i:-, notwithstandinii- that the petitioner accrued 
such losses in accordance* with the method of account¬ 
ing- regularly em])loyed in ke(*ping its books. 

((5) The Board erred in holding that depreciation losses 
should not be accrued and deducti*d from gross income of 
the petitioner, a lessee of eepiipment, notwithstanding that 
the said ])etitioner, as a common carrier, is subject to the 
jurisdiction of the Interstate Commerce Commission and 
that such depreciation losses were accrued and entered 
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upon petitioner's liooks in aceordance witli tlnb ^-eneral and 
specific instructions of that Commission. I 

(7) The Board erred in liolding* that taxable net income 

of the petitioner, a common carrier, should bp determined 
in a manner contrary to the ueneral and specjtic orders of 
the Interstate Commerce Commission, which i Commission 
is expressly authorized by law to prescribe th^ methods of 
accounting: to be used by such a carrier and is empowered 
to enforce such methods of account ini*- by the imposition of 
criminal penalties. j 

(8) The Board erred in failini*- to considep one of the 
principal issues presented to it by the ])lead!in<>:s in said 
cause and contended for at the hearinii,-; namply, that the 
petitioner had concurrently billed ai>-ainst the tiwelve tenant 
railroad companies which used its freii»'ht yard and termi¬ 
nal facilities the amount of de])reciation lossps on ecpiip- 
ment leased by petitioner from the Chicago & IWestern In¬ 
diana Kailroad Comjiany and received from isucli tenant 
companies in the years 191(1 and 1917 amonntsie(pial to the 
liabilitv accrued for such losses; that such amounts so re- 

* - I 

ceived were, in effect, obligated payments for j im])airment 
of capital and as such were held in like ampnnt for the 
express purpose of meeting the obligation of ^^etitioner to 
the lessor for replacement of such e(iuipment,! and, there¬ 
fore, that petitionei* had erroneously included ;i|nd reported 
the amount so received as taxable income. j 

(9) The Board erred in failing to hold that there be 
eliminated from ])etitioner's taxable incc^me for 1910 

85 and 1917 the amounts of $28,978.59 aiul $27,840.90, 
respectively, being tin* amounts rec(*ivpd by peti¬ 
tioner from its twelve user lines to cover impairment of 
capital in the amount of the liability accrued uppn its books 
for loss by way of depreciation on leased eipiipment. 

(10) The Board erred in failing to include injits findings 
of fact the following necessarv and material'! finding as 
fullv established bv the testimonv and as spePificallv re- 
({nested by the petitioner in its re(]uest for proposed find¬ 
ings of fact dulv and timelv filed with said Board: 

o * • j 

“7. The Belt Railway, as a common carrieri is subject 
to the jurisdiction of the Interstate Commerce Oommission, 
and its accounts arc kept in accordance with the I orders and 
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instructions of that tc<>vernmental agency. On June 21, 
1912, the Auditor of the Company addressed the following 
letter to the Commission: 

‘June 21, 1912. 

‘Mr. Chas. A. Lutz, 

(diief Examiner Interstate Commerce Commission, 
Washington, D. C. 

‘Dear Sir: 

‘F am writing for advice in connection with handling of 
depreciation on e^iui])ment in connection with the C. & W. 
T. K. K. and the Belt Railway of Chicago. The C. & W. I. 
are owners of the ])ro])erty leased by the Belt Railway of 
Chicago, and under a contract between the two com])anies, 
the Belt l^v. of Chicauo leases from the C. & W. I. all of its 
ecpiipment with tlie (‘Xce])tion of a very few locomotives and 
other e(pii])ment wliich are owned exclusively by them. 

‘Under this contract and lease, which is for 999 years, the 
I-^elt Ry. of (diicago is recpiired to indemnify the (h & W. I. 
in full at the end of the period, or before if re(iuired, for 
such ecpiipment. This being the case, it seems to me quite 
proper that the Belt Ry. of Chicago should create from 
year to year a Liability Account through depreciation on 
such e(iui])ment leascnl, which will, from year to year, take 
care of the original value of such e(]uipment as they may 
have leased from the (\ W. 1. With this in view, would 
it not be proper to set u]) in the account of the T^elt Ry. of 
Chicago such an account, against which should be entered 
from time to time a sufTicituit amount in de])reciation to 
otfset at the time of destruction or obsolescence, the value 
of the e(pii])ment leased; and ])er contra, an account in the 
accounts of the C. W. 1. of an e(iual amount, show- 
86 ing such amount as is due from the Belt Rv. of Chi- 
cago to cover the value of eciuiimient leased—this 
account to be cumulative from month to month and from 
year to year, until such equipment is destroyed or becomes 
obsolete? 

‘On the C. cK: W. I. books, of course, the amount charged 
to the Belt l^y. of Chicago would be a credit to cost of 
equipment in their accounts. The above takes care of only 
the equipment leased by the Belt Ry. of Chicago from the 
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C. & W. 1. as the C(iuiiTnoiit owned by the C. |& W. I. and 
used by it in joint service with tenant linqs would be 
liandled in the regular manlier as prescribed by the Inter¬ 
state Commerce Commission. | 

‘I should be glad of your advice in the mattei* early as 
is consistent with vour duties. i 

‘Yours trulv, i 

(Signed) ' ‘R. L. ijORTER.’ 


i i 


In reply thereto tlie following hdter was received: 

i 

‘Interstate (\)mmerce (V)minission, Washington. 


‘ Julv 5, 1912. 

‘Mr. R. L. Porter, Auditor cS: Assistant Secretj^rv, Chicago 
& AVestern Indiana Railroad (^o. and the Blelt Railway 
(\). of Chicago, Dearborn Station, Cliicago, Ijllinois. 

‘Dear Sir: I 

1 

i 

‘I have received vour lett(‘r of June 21st asking the ad- 
vice of tliis office in the matter of accounting fbr deprecia¬ 
tion on leased ecpiipment. ! 

‘A similar question was recently considered and the con¬ 
clusions HRiched are substantiallv tlie same as those out- 

• I 

lined in your letter. It is believed that the (|epreciation 
of such e<iui])inent is pr()])ei‘ly chargeable by t)ie lessee to 
its e<iuii)ment depr(*ciati()n accounts in operatinlg expenses. 
Amounts tlius charged should be concurrently jcredited to 
a sus])ense account under ‘Other deferred credit items’ in 
the (ieiu*ral Balance Sh(‘et Statement, this suspense account 
to be cleared through charges on account of payments to 
the lessor under the agreement for indemnitication. In ac¬ 
counting for the depreciation, the lessor should ||)eriodically 
credit the accrued de])reciation to general bajance sheet 
account B 1-c, ‘Reserve for accrued depreciation—Or.’, 
concurrently charging an account uirUu* ‘Other deferred 
debit items,’ which will be cleared by paymdnts of the 
lessee. | 

‘Yours verv trulv, j 

(Signed) * * ‘CHAS. A. LfTZ, 

^ Chief Examiner of Apeounts/ 
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(11) Tlio Roam'd erred in denvinc]: tlio motion filed 1)V 
petitioner on Xovember 29, 1927, to reconsider and 

87 revise its lindin<>:s of fact, o])inion and interlocutory 
decision of Xovember 25, 1927. 

(12) Tlie Board erred in denyin^iT the request of petitioner 
to l)e lieard on its motion of Xovember 29, 1927, to recon¬ 
sider and revise its iindinii’s' of fact, opinion and intcr- 
locutorv decision of Xovember 25, 1927. 


Wherefore your p(‘tition(‘i* ]>rays that tliis honorable 
court may r(‘view said fmdinu's, decision, o])inion and order, 
and reverse and s(‘t aside the same, and that the clerk of 
the United States Board of Tax A])])eals be directed to 
transmit and deliver to the elerk of said Court certified 


co])ies of all and (‘V(‘ry of tlu‘ documents iu‘(‘essary and ma¬ 
terial to the pr(‘S(‘ntation and consid(‘ration of the fore- 
i>:oin<r ])etiti()n foi‘ review and as re(iuired by the rules of 
said court and statutes made and ])rovided. 

And vour ])(‘titiomu* will ever ])rav. 

'thk brut railway (Vlmraxy of 

(’TlI(b\0O, 

By A. R. BARTOX, 

' Assf. AnfJ'fior. 


R. KF.MP SLAUGIlTFdL 
IIUOII r. BICKFORD, 

Aftoruciis for Prfifioncr, 

815’Fift(‘enth St. X. W., 
Washinjrton, D. C. 



Affidavit. 


City ok (biirAoo, 

State of Jirniois, ss: 

Personally a]>])eared lH‘for(‘ nu‘, the subscriber, a Xotary 
Public in and for the City and State aforesaid, A. R. Bar¬ 
ton, who u])on bt‘in.i 4 ‘ duly sworn accordin,u’ to law de])osos 
and savs that he is the Assistant Auditor of the Belt Rail- 
way Com])any ofChicaii'o, the ixditioiuu* al)ove-named, and 
that as such he hhd authority to and did siirn the foregoing 
petition; that heihas read the same and that the facts set 
forth therein are true to the best of his knowledge and 
belief; and that said petition is filed in good faith. 
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I 

Subserihed and sworti to before mo Ibis 2'4iid day of 
.Mav. 1928. I 

I SKA I,.] .M. J. COLLIXS, 

Noiarp Public. 

t 

Xow, Aui»:ust 13, 1928, tlie foreg’oiiij;’ petition ifor review 
certitied from the record as a true copy. | 

[Seal, U. S. Board of Tax Appeals. 1924. ]j 

B. D. GAMI^LE, 

,. i 

Clerk i . S. Board oj Tax Appeals. 

89 Filed Juii. 22, 1928, United States Boai’d of Tax 

Appeals. j 

Before the United States Board of Tax Appeals. 

Docket Xo. 4289. i 

The Belt Railway Company of Chicago, Petitioner, 

V. i 

1 

David H. Blair, Commissioner of Internal Revenue, Re- 

pondent. j 

To C. M. Charest, ! 

General Counsel Bureau of Internal Revenue, 
\Vashin<;-ton, D. C., i 

Attorney for the Respondent. | 

Sir : 


Please take notice that on the 22nd day of Juiie'i, 1928, the 
undersipied will present to this Board and fild^ with the 
Clerk thereof the petition of The Belt Railwa}’ 'Company 
of Chicag'o, a copy of which is annexed hereto, fpr the re¬ 
view, by the Court of Appeals of the District of Columbia, 
of the final order and decision of the Board in tjhe above- 
entitled proceedinj>-, entei’ed upon the records of said Board 
on the 21st dav of March, 1928. | 

Dated Washing-ton, D. C., June 22, 1928. I 

C. KEMP SLAUGHTER, | 

HUGH C. BICKFORD, i 

Attorneys for the Belt Ha/liray Co. of Chicago], 

815 mh St. N. Fv 
Washington, D. C. 


I 
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Copy of the within notice and copy of the petition for 
review is hereby accepted this 22nd day of June, 1928. 

C. M. ClIAREST, 

General Counsel Bureau of Internal Revenue, 

' Attorney for the Respondent. 

Now, August 13, 1928, the foregoing notice certified from 
the record as a true copy. 

[Seal Board of Tax Appeals.] 

B. I). GA.MBLE, 

T 

X., 

Clerk U. S. Board of Tax Appeals. 

90 Filed July 30, 1928. 

Before the United States Board of Tax Appeals. 

Docket Xo. 4289. 

The Belt Railway Company of Chicago, Petitioner, 

V. 

David II. Blair, Commissioner of Internal Revenue, Re- 

pondent. 

Statement of the Evidence. 

The above-entitled cause came on for hearing before the 
Honorable John J. ^Marquette, !Member of the United States 
Board of Tax A])peals, on the 12th and 13th days of Oc- 
tob(‘r, 192(>, then* being pr(‘S(‘nl ])(‘titioino*, by its coiiiisc‘l, 
R. Kemp Slaughter and Hugh C. Bickford, and the re¬ 
spondent by his counsel, A. R. !Marrs (for A. W. Gregg, 
General Counsel, Bureau of Internal Revenue). 

Whereu])on the'petitioner, to maintain the issues on its 
behalf, introdiu'cd t(‘srnnony, documents and (‘xhibits which 
establislied tlie facts which are correctly stated in the Find¬ 
ings of Fact ])]‘omulgated by the United States Board of 
Tax Appeals. 

In addition to the facts found by the Board, R. L. Porter, 
having been first dnlv sworn, testified that he was and 
had been since .Tune 1, 1912, Auditor and Secretary of The 
Belt Railway Com])any of Chieago and likewise Auditor 
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aiul Secretary of the Cliicaico and Western ludiana Kail- 
road Company. Whereupon, in addition to thp facts con¬ 
tained in the Findings of Fact promulgated by the Board, 
the said witness testified as follows: i 

i 

1 

j 

By Mr. Slaiughter: | 

I 

Q. Mr. l^orter, do you keep your accounts untjier the clas¬ 
sification prescribed by the Interstate i Commerce 
91 Commission ? A. Absolutely. j 

Q. Is the Belt Railway Company a common car¬ 
rier subject to the jurisdiction of the Interstate; Commerce 
Commission? A. Yes, sir. i 

Q. How long has the Belt Railway Company Ijeen report¬ 
ing its earnings and expenses and its corporate condition 
to the Interstate Commerce Commission? AL We have 
been since the 1st of November, 1912, to the best of my 
knowledge and belief. | 

Objection to said testimony by the counsel for respond¬ 
ent on the ground that it was immaterial and irji’elevant to 
the case being overruled, testimony was continued as fol¬ 
lows : I 

1 

Q. ^Fr. Porter, did you ever ask the Interstate iCommerce 
Commission for a ruling witli respect to the handling of 
your depreciation accounts? A. T did. Almost immedi¬ 
ately upon going to the property. Under the classification 
a lessee cannot carry in their balance sheet acciount a re¬ 
serve for accrued depreciation. The Belt Company were 
in 1909, up to 1912, carrying such an account in! their bal¬ 
ance sheet and I objected to it and wrote the 'Interstate 
Commerce Commission suggesting that it would; be neces¬ 
sary to set up a reserve for depreciation of Equipment 
leased from the C. & AV. T. Railroad, also reserve for re¬ 
placements of equipment leased from the C. & AV. I. Rail¬ 
road. In reply he agreed to that accounting and we immedi¬ 
ately adopted it. i 

Q. Air. Porter, will you ])lease identify that coinmunica- 
tion. A. I identify that as an impression copy of a letter 
that I wrote to Air. Lutz, at that time Director qf the Bu¬ 
reau of Accounts. I 

I 

9—4814a ! 


i 

1 

I 

i 
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Q. Is this the oriiriiial copy ? A. Tliis is the original im¬ 
pression (*o])y taken ])y myself from the impression copy 
book. 

Q. ^Ir. Porter, ^vill yon please identify this? A. This 
is a letter received from Mr. Lutz in respect to my query. 

92 Whereupon th(‘ h‘tlers so identihed and marked 

Taxpayer's pA'liihits o and 6 were received in evi¬ 
dence, as follows: 

‘Mune 21, 1912. 

‘‘Mr. Chas. A. Lutz, 

C'hief Examiner Interstate' Tommerce romniission, 
Washington, D. 0. 

“Dear Sir: 


i i 


I am writing for advice in connection with handling of 
depreciation on (‘ejuij)m(‘nt in connection with the C. & W. I. 
K. K. and tlu' I>(*ll Railway of Chicago. The C. & AV. 1. are 
owners of the ])i’ 0 |)erty leased by the He'lt Railway of Chi¬ 
cago and niKh'i* a contract between the two com])anies, the 
Belt Ry. of Chicago h‘as(‘d from tlu‘ C. W. T. all of its 
equipment with the'i‘Xc(‘|)tion of a vc'ry few locomotives and 
other e(jui])ment which are owned exclusively by them. 

“lender this contract and lease, which is for 9i)9 vears, 
the Belt Ry. of (’hicago is rcMpiired to indemnify the C. & 
W. T. in full at theiond of the ])eriod, or before if recpiired, 
for such eijuipment. This being the cas(‘, it seems to me 
quite ])ro])er that the Belt Ry. of Chicago sliould create 

from vear to vear a Liahilitv Account which will, from vear 

• • • • 

to year, take can' of the original valiu' of such e(]ui]^ment 

as thev mav have least'd from tlu' C. AV. I. With this in 

• • 

view, would it not be pro])er to s(‘t u]) in the accounts of the 
Belt Ry. of Chicago such an account, against which should 
be entered from time to time a sufiicient amount in depre¬ 


ciation to otIs(‘t at .the time of destruction or obsolescence, 
the value of tlu' eciuipment least'd, and pei* contra, an ac¬ 
count in the accounts of the C. "W. I. of an etiual amount, 
showing such amount as is diu' from tin' Bi'lt Rv. of Chi- 
cago to cover the valiu' of t'(ini])ment leased—this account 
to be cumulative from month to month and from vear to 
year until such ('<juipmi‘nt is destroyi'd oi* ])ecomes obsolete? 

“On the C. W. I. books, of course, the amount charged 
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to the Belt Rv. of Chicae.o would be a credit to cost of 
equipment in tlieir accounts. Tlie above tak^s care of only 
the equipment leased by the Belt Ky. of Chiini<j:o from the 
C. & W. I. as the e(iui])ment owned by the (]. & W. I. and 
used by it in joint service with tenant lines y’ould be han¬ 
dled in the regular maimer as prescribed by ^he Interstate 
Commerce (Commission. i 

‘‘I should be j»:lad of your advice in tlie matter as early 
as is consistent with vour other duties. ! 

“Yonrs inilv, ! 

(Signed) • ' “R. L. fORTER.” 

i 

93 ‘‘Interstate Commerce Commission, Washington. 


“.Tilly a, 1912. 

“^fr. R. L. Porter, Auditor & Assistant Secreitarv Chicago 

& Western Indiana Railroad Co. and the Belt Railway 

I 

Co. of Chicago, Dearborn Station, Cliicago, Illinois. 
“Dear Sir: 

“I have received vour letter of June 21st asking the ad- 
vice of this office in the matter of the aecouqtiRg for de¬ 
preciation on leased e(iui])ment. 

“A similar question was recently considerediand the con¬ 
clusions reached are substantiallv the same ais those out- 
lined in your letter. It is believ(‘d that the dejbreciation of 
such e(|uipment is properly chargc'abh* by the jlcssee to its 
equipment depreciation accounts in operatinig expenses. 
Amounts thus charged should be concurrently! credited to 
a suspense account nnder ‘Other deferred credit items’ in 
the General Balance Sheet Statement, this sjuspense ac¬ 
count to be cleared through cliarges on account qf payments 
to the lessor under tlie agreement for indemni^cation. In 
accounting for the de})reciation, the lessor sholild ])eriodi- 
cally credit the accrued depreciation to geneiral balance 
sheet account B 1-c, ‘Reserve for accrued depreciation— 
Cr.,’ concurrently charging an account under!‘Other de¬ 
ferred debit items,’ which will be cleared by pjayments of 
the lessee. I 

“Yours very truly, ! 

(Signed) ’ * “ (^IIA S. A. LtTZ, 

Chief Examiner of Ai^counts,'^ 
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AVliert-upoii petitioner requested the Board to take judi¬ 
cial notice of Accounting: Bulletin No. lo entitled “Inter¬ 
pretation of Accountini;- (dassi heat ions as ])roniulg‘ated ])v 
the Interstate Commerce Commission,” and, there hein" no 
oi)jection hy resj)ondent, the same was introduced into evi¬ 
dence hy Taxpayer's Kxhihit No. 7. 

Whereupon counsel for ])etitioner nMjuested the Board 
to note in that Bulletin “Case No. 118" on page 28, as 
follows: 


“Queiy. A large* pai*t of the freight car eeiuipment used 
by the carrier in its operation is held under lease from the 
industrial owner. To what account should be charged the 
amounts })aid to the owners of the eepiipment, and those 
items representing rent and depreciation? Answer. Tin* 
rents should be charged to income account, hire of freiglit 
cars, and the depreciation charged to Expense Account 
No. 15, freight train cars, depreciation.*’ 


94 There being no 
was receivt'd in 
Exhibit No. 8. 


objection by respondent, the saim* 
evidence and marked Tax|)ayer's 


The resj)ond(‘nt; called no witnesses in rebuttal. 
Whereuj)on counsel for both petitioner and res])ondent 
stated that they had no further or other evidence to present 
and rested their case. 


The foregoing is the substance of all the evidence mate- 
rial to the errors assigned in connection therewitli adduced 
at the trial of said ])roceeding, except such testimony as is 
covered by the Findings of Fact promulgated by the Board 
of Tax A])])(*als in said proc(‘eding. 


K. KEMP SLAITJHTEK, 
HUGH (’. BICKFORD, 

for the Petitio)ier. 


95 'riie foregoing contains the substance of all the evi- 

deuce given in the hearing of this ])roceeding, and 
in order that the same may be* preserved and made of rec¬ 
ord this statementlof the evidence is duly stated, approved 
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and signed and ordvreil lo 1)0 inado of rooord in the above- 
entitled cause tliis .‘lOtli day of July, 1928. I 

By the Board. I - 

(Sif-nod) .lOlIX .J. MARQUeItTE, 

I Member. 

Acce])ted as correct. I 

C. M. (JIAKKST, I 

Affonir/j for Besjxjiif/eiif. i 

T. P. D. ' ! 

i 

I 

Now, August IJ, 1928, the foregoing: statenient of evi¬ 
dence certified from the nrord as a true copy.! 

[Seal U. 8. Board of Tax A})])eals. 1924.) 

B. I). GA.MBLE, 

I 

('Icrk L. S. Board of Taoi Appeals. 


96 Before the United States Board of Tax Appeals. 

Docket No. 4289. | 

The Belt Kaii.wav UoMinNv of Chicago, Petitioner, 

i 

v. I 

David 11. Bi.aii:, Conimissionei* of Internal Kevenue, 

Respondent. ! 

Xrificc of Lodffmcul of Sfaf(oaeat of the Evidence. 

.U. M. Chai'cst, 


(leneral Connseh Bureau of Intinnial Revenue, 
Washington, D. (A, | 

I 

Attorney for tlie Respondent. | 

Sir : i 

Please take notice that tin* statement of the evidence of 
the petitioner on review in this cause, co])y o|f which is 
annexed hereto, has tliis dav lu‘en Iodised in the otfice of 
the Clerk of the IJ. S. Board of Tax Apjieals anc| that here¬ 
after on the 20th day of July, 1928, in the hearing rooms of 
this Board, at 10 o'clock in the forenoon of thatiday, or as 
soon thereafter as the Board mav designate, we shall ask 
the Honorable John J. Marquette, Member of the Board, 


I 
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to approve said statement. You are requested to serve 
upon us on or ))efore the 16th day of June, 1928, your objec¬ 
tions and proposed amendments, if any, to said statement. 
Dated tliis 22 dav of June, 1928. 

K. KKMP SLAUGHTER, 

HUGH C, BICKFORD, 

Aitonicjfs far fh^r Belt Raihraif Cawporif of CJiirapo, 

815 15/7/ iS7. X. W.y iVashivpfov, I). C. 

S(‘rvi(*e of the foiH\e:oine: notice and annexed copy of the 
statement of tlie evidence is hereby accepted this 22 day 
of June, 1928. 

C. M. CHAREST. 

(ini(‘ral ('an)isrl Bun'au of Internal Bevenu(\ 

' Affornei/ for the ResponrJenf. 

Xow, Aui»-ust l‘>, 1928, tlie fore.croine: notice of lodgment 
of statement of evidence certified from the record as a 
true copy. 

[Seal U. S. Board of Tax Appeals. 1924.] 

B. D. GAMBLE, 

T., 

Clerk T\ S. Board of Tax Appeals. 

97 Filed June 22, 1928. 

I’nitetl States Board of Tax Appeals. 

Docket Xo. 4289. 

The Belt Railway Company of Chicago, Petitioner, 

V. 

David H. Blair, Commissioner of Internal Revenue, 

Respondent. 

Agreement for Review by Court of Appeals of the District 

' of Columbia. 

It is hereby stipulated and agreed, by and between the 
parties hereto, by their respective attorneys, that the deci¬ 
sion of the United States Board of Tax Appeals in the 
above entitled cause, rendered on March 21, 1928, may be 



i 

I 

i 

i 

I 
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reviewed by the Court of Appeals of the Districi of Colum¬ 
bia. This agreement is made under and pursuant to the 
provisions of Section 1002 (d) of the Revenue Act of 1926, 
in such case made and provided. I 

R. KEMP SLAUGHT'ER, 
HUGH C. BICKFORD, 
Attorneys for the Petitio)ier. 

C. M. CHAREST, | 

Attorney for the ReS^pondeiit, 

Now, August 13, 1928, the foregoing agreemlnit for re¬ 
view certified from the record as a true copy, i 

[Seal U. S. Board of Tax Appeals. 1924.]j 

B. D. GAMlgLE, 

T : 

^ I 

Clerk U. S, Board of Tax Appeals. 

\ 

98 Filed July 30,1928. I 

I 

I 

Before the United States Board of Tax Appeals. 

Docket No. 4289. I 


The Belt Railway Company of Chic.vgo, Petjtioner, 

1 

V. 

I 

I 

David H. Blair, Commissioner of Internal Revenue, Re¬ 
spondent. j 

I 

I 

Pracipe for the Record. \ 

\ 

To the Clerk of the United States Board of Tax| Appeals: 

i 

You will please prepare and, within sixty day^^ from the 
date of the filing of the petition for review in the above- 
stated case, transmit to the Clerk of the Court of Appeals 
of the District of Columbia certified copies of theifollowing 
documents: I 

(1) The docket entries of the proceedings before the U. S. 
Board of Tax Appeals in the case above-entitled. | 

(2) Pleadings before the Board, including the amend¬ 

ments to the original petition as allowed orally by ^he Board 
at hearing and shown upon page 12 and upon pages 42, 43 
and 44 of the transcript of the reporter’s minutes of said 
hearing. i 
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(3) Pro])oso(l (►f fact (iIcmI with tlic Board on 

Xovem])cr ], 1926. 

(4) Findiiiirs of fact, opinion and decision of the Board. 

(5) ^lotion to r(‘considcr finding’s of fact, interlocutory 
de^dsion and o])inion tiled hy petitioner on Xovemher 29, 
1927, to<*vther with ordio' (hniviim* same. 

(6) Petition for review and notie(‘ of sanu‘. 

(7) Statement ol evideiuu* as settl(*d or ai;:reed uj)on 
and notice of same. 

(8) A^reemumt I for i-eview hy (’onrt of Appeals of the 
District of Coliimhia. 

(9) Pra'cipe for the i’(‘Cord. 

99 The forei>:oinir to Ik* ))i*e))ai*ed, (*ertilied, and trans¬ 

mitted as nKpiircKl hy law and thi* i*iiU*s of the Court 
of Appeals of the District of ('oinmhia. 

K. KKMP SL.VrcllTKR. 
iiUBii c. r>i(d>:F()Ri), 

Alt(ffiicjis for fhr licit Itdil- 
ira// ('outpdiif/ of ('tiicaffo, 

SI") 1;')/// *S7.,\V. ir.. 

\Wh'<li}iif/t(tu, I). ('. 

Xow, Ani^nst 13, 1!)2S, the for(.‘U(>im;- ]>ra‘ci])e certified 
from the record as a true eo])y. 

[Seal Board ot 'fax Apptxds. R)24.1 

B. J). (lAMBLF, 

T., 

Ctert: r. S. litKird of Tax Appeals, 
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100 In the Court of Ap[)eals of tlie District pf Columbia. 

Docket No. 4814. i 

j 

j 

The Belt Railway Company of Chicago, Appellant, 

V. 

i 

David H. Blair, Commissioner of Internail Revenue, 

Appellee. I 

I 

i 

Appellant's Designation of Recordi 

To the Clerk of the Court of Appeals of the I District of 
Columbia: i 


In printing the transcript of record in the above appeal, 
please eliminate the (pioted portions of paragraph (4) of 
the petition for review included therein, such portions be¬ 
ginning with the words ‘‘Findings of FacC’ on page 68 and 
ending with the end of page 78. Such elimination is re¬ 
quested because of the fact that such portion oi: the record 
is a duplication of the findings of fact and opinion rendered 
by the Board of Tax Appeals which are includetl elsewhere 
in the record. I 

R. KE.MP SLAUGHTER, 
HUGH C. BICKFORD, 
Attorncgs for the App('llant, 
Consented to: I 

C. H. CHAREST, 

General Counsel Bureau of Internal Revenue^ 

Attorneg for the Appellee. 

\ 

[Endorsed:] No. 4814. The Belt Railway Company of 
Chicago, appellant, vs. David H. Blair, CommSssioner of 
Internal Revenue. Designation for printing. | Court of 
Appeals, District of Columbia. Filed Aug.j 23, 1928. 
Henry W. Hodges, clerk. | 


Endorsed on cover: Board of Tax Appeals. | No. 4814. 
The Belt Railway of Chicago, appellant, vs. Coijnmissioner 
of Internal Revenue. Court of Appeals, Districtj of Colum¬ 
bia. Filed Aug. 17,1928. Henry W. Hodges, cl6rk. 
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||omi of pistritt of |^oI«m!rm. 


OCTOBER TERM, 1928. 


No. 4814. 


BELT RAILWAY (X)MPAXV OF CTIICAqO, 

Appellant, ! 


V. 


COMMISSIONER OF INTERNAL REVENUE, 

Appellee. 


BRIEF FOR APPELLANT. 


Jurisdiction. 


This is an appeal taken June 22, 1928, from a clieci- 
sion in this cause, by a majority of the United States 
Board of Tax Ai)peals, entered on starch 21, 1^28. 
The parties have stipulated that said decision may! be 

i 

ih 1 


I 

i 
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reviewed by this Court in accordance with the pro¬ 
visions of Section 1002 (d) of the Kevonue Act of 
1926 (R. 70). 


Statement of the Case. 


The appellee, the Commissioner of Internal Rev¬ 
enue, mailed to the ap])<*llant on March 24, 1920 (R. 9), 
a final notice of a deficiency in income and ])rorits 
taxes for the calendar years 1913 to 1919, inclusive, in 
amounts as follows: 


1913 . . 

1914 .. 

1915 ... 

1916 . . . 

1917 ... 

1918 ... 

1919 ... 


:ii7o.3G 

113.07 

202.00 

342.55 

4,474.27 

21,884.69 

18,991.64 


Total 


$4(;.083.58 


On May 19,1925, the appellant filed its petition with 
the Board requesting a redetcrinination of said d(‘- 
ticiency (R. .‘1-11). 

The })etition so fih‘d alleii'eil that the a])])ellee had 
committed error in determiniin;- income, as follows: 

1. That he had ernul in lioldiiii;- that the taxpayer 
was not entitled to claim as a deduction from u’l’oss 
income in the vears 191() and 1917 tlK‘ amount of loss 
resulting* from the d(‘precia.tion of ])ro])(*rti(‘s h(‘ld 
under lease and used by the taxpayer in its business. 















o 

O 


for wliicli loss the taxi)ayor was liable to the lesso|r of 
such properties; | 

2. That, if such cleduclioii was not allowed, then'i the 

amounts collected from the taxpayer’s tenant Ipies 

expressly to cover such loss should not be included in 

. i 

c:ross income. i 

^ i 

(Subsequent to the liliiiLi: of the original petition 

the a])])ellant tiled a su])plemental petition i(K. 
13-17), which alleged that th(‘ Commissioner hadi er¬ 
roneous! v add(‘d to income foi- each vear certain :im- 

» * 

proper accruals of the iiiconn* taxes paid by its tenjant 
lines, and during the coui’se of the la‘aring the aiipel- 
lant made cei-tain amenduK'iits to th(‘ original petitjion 
affecting the depreciation adjustments for the years 
1918 and 1919 (H. 19-20). These matters are bot 
before this Court for review for reasons immediatjely 
hereafter statcnl.) i 

Issue was duly joim‘d on llu* issues pr(*sented in sjicli 
])leadings, and hearing w;is hchd bch'oi'c* the Koardj of 
Tax A})])t*als on Ociohc*]- 12, 1920. Tlu*reafter on iso- 
vember 27), 1927, tin* Board of Tax Ajipeals pron^ul- 
gat(‘d its findings of fact and o])inion tlu'reiii (H. .Tl-ljo). 

The said tindings of fai-t and opinion luhd that |he 
income tax a(‘cruals addc'd to income in each vear Ibv 
the Commissioner, as alh‘g(‘d in the su])])lemental pc|ti- 
tion, were impro])erly comjiuted and directed the m«bi- 
ner in which thev should be adjusted. The decisilon 

* ^ ^ I 

furtlun* held that the ])etition(‘r had not deducted any 
amounts for d(*])reciatioii on the computation of its 
taxable income for the years 1918 and 1919 (duribg 
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wliicli periods the i)r(>perlies of the ])elitioner were 
under Federal control and operation), and tliat the 
Commissioner's elimination of and $05,- 

()42.57, respectively, as de])reciation accruals in those 
v(*ars was in error. 

The decision denied, how(‘Ver, the rii^ht of the i)eti- 
tioner to deduct the depreciation diarizes of $28,1)78,59 
and $27,846.96 for 1916 and 1917, i-es])ectively, wliicli 
were currently accrued on its books of account, and 
completely and wholly failed to consider the otluu* as- 
sig-nmeiit of error made by the ])etitionei’, to wit, that 
the payments received by it from its tenant lines to 
cover such depreciation losses did not constitute tax¬ 
able income. 

The parties were directed by the said opinion to re¬ 
compute the deficiencies in accordance therewitli. On 
November 29, 1927, the petitioner (api)ellant) lih‘d a 
motion requesting the Board to revise its findings of 
fact in certain respects, as hereinafter more fully set 
forth, and to reconsider its decision in so far as it 
failed to pass upon tlie issues ]U‘esented l>y the ])lead- 
ings (li. 46-50). 'J'his motion was suinmai'ily denied, 
without any hearing allowed thereon, on daiiuary IS, 
1928 (i\. 50-51). Thenaifter, the parties recomputed 
the deficiencies in accordance with the foregoing de¬ 
cision, and on March 21, 1928, the Board entered its 
final decision redetermining the amount of deficiencies 
for the years lillT, IhlS, aiul as follows (K. 

45-4G): 

191G. $422.94 

1917 . 2,573.43 







i 

I 

I 


1918 

1919 


8^.93 

1,08$.14 


On June* 22, 192S, llio appellant filed with the said U. 
S. Board ot' Tax Apjieals its jietition for the review^ by 
this Court of said findini;-s, opinion and decision |(R. 
51-63). Becord was duly transmitted to this Cdurt 
and tlie case docketed on Auirust 17, 1928. i 

The rindini::s of fact made hy the Board, as material 
to the ei*rors assigned in this appeal, are as follows^,: 

The petitioner is a corporation organised 
under the laws of the State of Illinois, with-its 
princii)al ofiice and ])lace of ])usiness at Cliica^o. 
it was, during* the years 1913 to 1919, inclusive, 
engaged in operating* freight train terminal iind 
clearing yard facilities in Chicago, primarily 
for the benefit of twelve railway compaipes 
which owned all of its ca])ital stock in eqlial 
amounts and which are hereinafter referred! to 
as the tcuiant com])anies. ! 

The petitioner did not, during* the years men¬ 
tioned, own tlie tracks, right of way, rolling 
stock and otI ku* eciuiimieiit used hy it, excepting 
a few locomotives, hut leas(‘d its facilities frejm 
the Chicago & Western Indiana Railroad for; a 
period of fifty years under a written lease datdd 
November 1, 1912. Under the tenns of the lea^c 
the petitioner was obligated to ])ay as money 
rental for the use of the iirojierties the following 

amounts. I 

i 

(a) Five dollars on the first day of January 

in everv rear of said term. i 

* • 

(b) Monthly, on the last day of each month, 
one-twelfth of $828,000, being the annual iii- 


I 


i 

I 

I 
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terest at tlie rale ol* four ])t*r cent ])er annum 
upon $14,000,000, the valuation ])IaciMl upon the 
Belt Division as it (‘xisp^d on May 11, 1011. 

(c) Monthly, on the last day ot' each month, 
one-twelftli of $30,840, heiiiL;’ the animal interest 
upon $096,000 of the ('onsolidati'd Mort.u'aii’e 
bonds of the lessor (tlu‘ AVestern Indiana (’om- 
pany) which liad been issued and used for addi¬ 
tions and betlernumts ti) the i*>elt Division made 
between May 11, 1011, and Si'ptiunber 2, 1012. 

(d) Alonthly, one-twelfth of tlu' annual in¬ 
terest on all obliirations of the lessor issued and 
outstanding from time to tinn*. th(‘ ])roc(‘eds of 
which shall have betni used aft^u- Septimiber 2, 
1012, for the construction or acMpiisition of addi¬ 
tions or betterments to said huised properties. 


The lease also provided: 

“Sec. 4. The entire cost of the manae-enieiit, 
operation, maintenanccu repair, renewal and in¬ 
surance of, and all taxes, liens, water rcmts and 
assessments on said railroad l*uildine,‘s, ('(piip- 
ment and all other ])roperty and facilities by this 
indenture demised to the lessee and included as 
aforesaid in the ‘Belt Bailwav,' .and tlu* entire 
cost of the manairemeiit, op(*ration, maintenance, 
repair and renewal of, aiul adl taxes, ru*ns, water 
rents and assessmeiil on, adl en!ai-,e(‘men1s and 
improvements thereof and adiditions iher(‘to, and 
on and to anv other lines of railroad heiu'after 
acquired by the Lessor for tin* exclusive* use* of 
the Lessee, its sub-lessees and assiyms, sluill J/c 
home and paid hp the /csscc. * * • 

“Sec. 5. The Lessee, at its own ex])ense, shall, 
and will exercise the riirhts and ])rivileges 



i 


hereby granted, as fully as the Lessor, as\ the 
otvner thereof or otherwise, is now or ma}’ be 
by law required to do, and at the same time ^fiall 
and ivill maintain the Belt Bail waif in fhorijiuyh 
repair, tvorking order and condition, nsiny\ the 
best and most suitable materials for renewals 
of the same, as renewals shall from time to lime 
become necessary, so as to be suitable at| all 
times for the adequate movement over the Belt 
Railway of the traffic and Imsiness to be mbved 
thereover * * *. i 

‘^Sec. 9. At the expiration of said term! to- 
wit, September 1, 19()2, or at tlie date therea|fter 
at which the principal and interest of all| the 
bonds and other obligations in this indenture 
mentioned, secured to any extent by mortgage 
lien upon the Belt Railway, shall have been fjully 
I)aid and said mortgages shall have been si|tis- 
tied and discharged, or at the earlier terminaBon 
of this lease, the Lessee shall and will redeliver 
and surrender to the Lessor the several subjbets 
of this lease or such thereof as shall then he sub¬ 
sisting in their place, in as good order and con¬ 
dition as they now are (reasonable use and ^year 
and tear excepted), with such additions, altj3ra- 
tions and improvements as shall have been miade 
thereto.” j 

i 

The petitioner, on November 1, 1912, entered 
into a written agreement with the twelve tenant 
companies, which agreement granted to eaclli of 
such companies, ‘‘equal right and privilege of 
running and operating the freight trains, loco¬ 
motives and cars of such Railway Company, 
over and upon, or to use and enjoy, for the pur¬ 
poses of freight traffic, in common with the l^elt 


s 


Eaihvay and with the oilier Iiailway Companies, 
and with such other companies as lierearter may 
receive from the Belt Kailwav, irrants of simi- 
lar or other rights of user,' - all the jn'otierties of 
which were leased to the petitioner by the Chi¬ 
cago & Western Indiana Bail road C()mt)any. 
The agreement also provided: 

‘‘Each of the ibailway (’oinpanies lu‘r(‘hy 
covenants and agrees l(') and with each otlier of 
the Kailway Comt)anies, and to and with the 
Belt Com{)any, as follows: 




Section 1. To pay monthly to the Bc*lt Com¬ 
pany a proportionate share, to l)c‘ determined as 
liereinafter provided, of tlie working (‘.\])i‘nses 
of the Belt Companv, and the term ‘Working 
Expenses’ shall include all rentals under said 
lease of November 1, 11)12, and under such addi¬ 
tional leases as hereafter may he made to the 
Belt Company, taxes, cost of maintenance, opor- 
ation, repairs and lanu'wals, insurance, manage¬ 
ment expenses and all (>ther ex]H*nsi's of the Belt 
Company, all expenses of its work trains en¬ 
gaged in maintenance or i'e])air of tin* Belt Kail- 
wav,, and including such sums as mav ])(‘ neces- 
sary to pay dividends at the i-ate of not h‘ss tlian 
six ])er cent per annum u])on tli(‘ capital stock 
of the B(‘lt (’ompany, and excluding only the 
expenses of the train servi.a* of tlie !>(‘lt Com¬ 
pany, the wages of its trainmen and tin* cost of 
maintaining and opei-ating its own rolling stock, 
in its se])arate o])m'ations a.s (hTined in Article 


Four of this agreennent. * * * 

‘‘Annual ex]Kmses, such as taxes, insurance, 
and all other (‘X])enses which aiv not ])ayahlo in 

monthlv installments shall he estimated hv the 

» * 
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I 

auditor oi tlu' ('()TU])any and oiio-lwejirth 

thereof shall he (*hari!;(‘(l to tlie workini;' expei^ses 
for each month. It' |)i’aetieaJ)k‘, any inistalkeii 
estimate of such annual ex])enses or sueh other 
expenses sliall he adjiisti'd in tlu' aec*ounts i for 
the remainiiiir montli or months of the liseal 
year to which they a]>])ly, hnt, if th(‘ accounts| Tor 
such fiscal y(‘ar ai‘e clos(‘d, such adjustl^|l(‘nt 
shall h(‘ made in tlu* aceonnts I'oi* the i’em|dn- 
iiii»* month oi* months of tlu* fiscal v(*ar in wliiic'h 
the pro]U‘r cori'eclion ot' such I'stimate is I as¬ 
certained. ! 

i 

“(.)n or before tlu* *20th day of each cal(*n|dar 
month dnrin^i;* the said t(‘rm, tlu* lu-ll (\)m])jiny 
shall render to each of tlu* radlwav (*ompaijiies 
stateni(*nts showinii* the rc'snlt of its at'counts of 
and for the next jirecedine,’ calendar moiMli, 


The propei'ties of the ]*(*!itioiun* ha.vc* been 
operated under the forcu-oinu* h*asi* and op(*|al- 
ine.* agreement in the following,’ manner: The 
tenant companies run tiicii* trains iind(*r their 
own power directly to the c!i*:iriny yard. 'Hie 
])etitioner operated the clearing;- yard and tpok 
over the trains at that point and conducted it he* 
transfer of cars between non-owner and owiier 
lines and industries located ailon.e.- the ])(*litibn- 
er's tracks. The petitioiu*r than coinph*U*d the 
haul from the clearin'^ yard to junction jxjint 
with the owner and non-owner iin(*s and withiin- 
dustries located on its tracks. Tlu* ])etitioncjr's 
properties were divided into d:> “wheehi.ae H(*c- 
tions,’’ against which were chargx'd the ext)en[ses 
attributable to cacli section. Other expt*n'ses 
which were common to the entire road were ial- 


i 

! 

1 

i 

i 
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located to the various aclivi* scn-lioiis on tlie 
basis of the valuation ])laco(I on oarli so<*lion by 
tlie I parties to tlio ji.irrcouunit. In addition the 
entire amount of rcjitnls nndor tin* loasc and 
amounts sunicicnt to pay diviihaid- on llic ])e- 
titioner's st(»ck, at liio i-at(‘ of 0 pci* (.cni 
($17*2,800). \v(‘ia* chnr.u-od to all so-'tions on the 
basis of the valualion placed on .^ueli >eelioiis. 
By tliis process all the expeiises of e\ rry natui'c, 
inclndina- dividtnids at the I'ate of (1 per c(*nt, 
were charged to the various \v!i*H.|aao s(\*li<nis. 
The total amounts so charged to tin* vlici laire 
sections, loss the taiht'iV and inoidontal rt*\'enue 
receiv(‘d from othor soni-c'."^, wore* tlieii allo- 
ca,t(‘d hetW(‘en the I\V{‘l\*e tenant eonjpa.ni«‘-; on 
the basis of the use made of the* ]iroparties dur- 
in^i* (‘Ueli month, h’lie amounts so a.lloeated were 
biib'd.to tlu‘ imnint eomordiies ajn! were oaid Ijv 

A • • 

liiem, the n(‘t elft'ct beina' that rill the ev])enses 
of the p(‘titionei’ foi‘ (‘Uch yt^ar. exei‘]»t the iiiei- 
dental operations ft'.r non-owner lin<‘-, wma* paid 
bv the t(*nant companies, as wthl as tin* atnonnt 
of $172,800 with whieli to pa.y di'ridinids of (I 
]>t*r cent (Ml its eap:I:d stock. As the result of 
tliese operations tin* bo(‘l:s of the petitiomu' 
were balancc'd each year and always rihii'cted 
a total net inconn* of $172,800, which was ap- 
jn’oiiriated as a di\'id(*nd to tin* ])(‘titioner's 
st(>ck]iol(h‘rs in proportion to ih.eir stock hold- 
in.ers. 

ininu‘diat(‘ly after tin* lease of Xovember 1, 
ltn2, was siyned by tin* board of din'ctors of 
the tOiicau'o o: \V(‘st(‘!'n Indiana Ib-iilroad (’om- 
]><-iny, in ord(*r to d(*termine the (‘Xt(*nt of tlio 
petitioner's liability to the replac(*nn*nt of 
eijuipment and rolliii'n- stock under the provi- 
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sion of the lease pi'ox'idiii.e,' foi- tin* ri'lurn of ilie 
properties in as ^u'ood condilion as wlani il]u*y 
were taken ovei*, had an a])])raisal rnuule of the 
e(]ui])inenl and rolling slock. 'Fliis a]>pi”jdsa], 
which was made as of Xo\’end)er 1, IDl'jJ was 
completed May 1, Idld, ninl wr,s snhiniihul lo 
and ndo])ted hy tin* hoard of dii-cclors of {ho 
petitiomn- and of tli(‘ (’hit'.-iL;-;; \Vo<l(‘ni In¬ 
diana Ixailroad (’oinpany. Th(‘ maximum iikefiil 
life of the (airs used hy the pidilioiuM* is fropi 'll] 

to 28 Years and oT tiie locomolivcs t'l'om ‘il lo 

• 7 

30 years. i 

»' I 

The ])etitioiuM*, in (‘adi of tlu* ycairs lOK? and 
1017, look d(*precin 1 ion on tlr* e<iiiipnnnil and 
rolling;' Stock haasial hy it from lln‘ (hiicato 
'Weslern Indiana Ilaili’oad, compnteil all llie 
rale of 3 ])er (hmiI on th(‘ ap]))‘aiscd Mdiiatiiiii as 
of X^ovemlxM* 1, 1012, with adjiistnunits t'orjsnh- 
sc(in(‘nt additions and lahircimmls. Thi^j d(‘- 
pr(‘cialion, which amonnP'd lo 828,07'^.hO I'or 
tin* viair lOlh ;uid ^^27.S4').Oh Tor l]i(‘ vc:ir |017, 
was ('hari^-ed to an (‘Xpcnsi* accounl (hniomiijaled 
‘‘AVorkinu- Hxp(ms(*s" a.nd was ('redih'd If) an 
account (hmominated “Accnnal l)(‘])rcciati(|n on 
E<]ni])m(nil of th(‘ (\ c'c \V. 1. Raili’oad (fom- 
panv." The accounl “Woi’kini^ Kx})cn.'i(‘s,'’ 
svhich in(*lnd(‘d snch d(‘pr(‘ciatioo, v.-a.s alloCaJed 
to and chai'y(‘(] a.u’ainsl tin* twelvi* tenant fom- 
])ani(‘s in ])i’opoi*lion to thinr n.si‘ of tlu* ijro])- 
crti(‘s, th(‘ (dfcH-.t lunn.e,' that the tonanl (-omphnii'S 
paid lo the ])i‘titionm* a.n amonnt sniTiciojil 1o 
cover th(‘ di'pivcialion lakini on lh(‘ haiso (‘'jiiiip- 
ment and that lh(‘ income from this source (ex¬ 
actly offset the d(‘])reciation In.ken. Odn* m|)n(‘y 
so collected from the tenant coinpa.nii's to cjovc'r 
such depreciation was ludd hy the pelitioiuT tor 
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tile e-\{*r(*ss purposi^ of ilie ()l>li:LrMtion 

loi‘ llu‘ replaceineiii (»t‘ ilic* h*as<*(l equipiiiont 
aiul,: from liim* to liiiK* as ('oiidiilons re«piired, 
was us(,mI for that piii'pose. 

^ ^ ^ iff. 


Tile p(‘l il ioiicr in its relinais of income i'oi’ the 
y(*ai’s lIMd and r.H7 incindcd in ei'os^ income 
the amounts of and ?r27.8r)4.tM), re- 

s})c('ti\a‘ly, (.‘iilcrcd on iis nooks and coiiccl(*d 
from the tenant companies for drpreeiath)}i of 
its leaded equipment :ind roHin.a’ stork, a.iui also 
dtMineted tho>e amounts in i-onqiutine- its net 
ineom(‘for thosi* years. 'I'lie respond¬ 

ent, upon audit of liu* pet it ioiu‘r‘s returns for 
lldd, ]!>17, IhlS :iih! lintk di>alI(»W(‘d th.e deduc¬ 
tions of :i^2S,i>7S.(i!) and s^27,S()4.n(), taken in IdKJ 
and 1!M7, re>pi‘etively, on aee(»unt of dep!-eeia- 
tion of leased equipment : 

At the iieariiii; of the cause the appellant, i)etitioner 
below. Introduced orad ami document;irv testimonv to 

7 * • 

prove that as a common carrier tin* api)ellant was sub¬ 
ject lo the jurisdiction of the Interstate (\>mmerce 
(’ommission and that tlie treatment of >uch deprecia¬ 
tion on its books as a’nove outlined was in accordance 
witli the general and o.\])ress orders of that rommis- 
sion to cari'iers g'eneradly and to it in }:)artii'ubir (ll. 
G4-GS). The documentary evidence* con>iste*d of the 
original co])y of a letter to tin* said (Commission elated 
June 21, ltn2, re<piesting instructions ;is le) the pre)per 
manner of treating such de]n-eciation on the books of 
tlio appellant and its lessor, the (diicago We*stern 
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Indiana Eailroad Company (R. GG-G7) and the original 
of a letter from tlie said Commission dated Jiily 5, 
addressed lo ihe two railroad eompanie^, in¬ 
structing tliem as to tlio proper manner of liandling 
such depreciation upon llieir l)Ooks. In tliis lett(!n- the 
Interstate Commerce Commission held that the cjepre- 
ciation of tlie leased e(j[ui])meiit is ‘‘pro})erly clijarge- 
ahle hy the lessee to its equipment depreciation ac¬ 
counts in operating expenses” (K. G7). Therd was 
further introduced and received into evidence Accpunt- 
ing Bulletin Xo. lo, ])ul)lished hy the Interstate Com¬ 
merce Commission under its ofiieial stud, eontahiing 
a general ruling, designated as case Xo. 118, \i'hich 
likewise instructed carriers to charge dei)recialic|n on 
leased e(pii])ment to their ex])ense accounts (R. G8). 

The findings of fact ])romulgat(‘d hy the l>oai[d of 
Tax A])pt‘als on Xovemher 27), 1!)27, set forth aljl the 
facts as i'('<inest(‘d hy tlK‘ ])(‘titioner in its proposed 
findings of fa.el thei'etofoi*(‘ tiled (R. 2()-2>*)), aii^l as 
above staled, except that the Board failed to iinilude 
in its findings any reference to the material andj im¬ 
portant fac't that the ap])ellaiit was subject to the juris- 

i 

dielion of the Intm-state Commei'ce Commission iand 
that its treatment of d(‘pi-(‘eiation on its hooks wds in 
accoixlance with the geiimud and specific orderj^ of 
that Commission, which finding had been expressly re¬ 
quested by ai)pellant (R. 2G-28). ' 

On Xovemher 2h, lt>27, tin* ap])(‘llant tiled a moiion, 
(R. 4G-50) fully and completely ex('(q)ting to the fail¬ 
ure of the Board to find siudi facts and to its failure 
to consider the issue raiscul by the ])leadings, namjely, 


I 

1 


I 

I 

i 

I 

I 

! 

i 
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tliat (lie sums collected inid(‘r contract l>y the petitioner 
from its tenant lines for recognized depreciation and 
held by it for ilu* exprc'ss ])ur])ose of meeting the ob¬ 
ligation for the replacomcnt of h‘ased e<inii)ment Avere 
received in trnst Avllh a corresponding liability for re¬ 
placement, and did not. therefore, constitute taxable 
income (Ih 49). 'fhe said motion was denied without 


hearing. 


Assignment of Errors. 


Tills at»|)cllant f(»r its assignment of errors says that 
the Board, in issuing said majority ()])inion and find¬ 
ings and in entering its tinal ordei* and decision, erred 
as follows: 

1. Tlie Boai’d eri'eil in mitering its tinal order of 

March ll\ approving deficieiicii's computed in ac¬ 

cordance witli the intm'Iocutory lindings, otiinion and 
d(.‘cision of Xoveinh(.‘r 9."), lirJT. 

2. The ihiard erred in holding that the ])elitioner 
was not entitled to dednet from gross income for the 
taxable years l!d(i and TdlT the amounts of $28,978.09 
and $27,84(i.9{), i-espect ivihy, to cover the loss resulting 
from depi‘eciation. wear, tear and c*xhanstioii of e(iuii)- 
ment assets used in its business. 

o. The Boai'd mn-ed in holding that petitioner was 
not entith‘d to claim as a decluctimi from gross income 
for tbic years 191(5 and li)17 depreciation amounting 
to ami $27.84(5.9(5, res})ectively, u])on eipiip- 

ment haised from the (’hicago Western Indiana Kail- 
road (hmi])any under a h'ase agi’eement wliich placed 
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the burden of sneli losse s; n])on petitioner by requiiring 
the petitioner to aeeonnt for sneli loss and replace|tlie 
equipment, all of which would l)e entirely dei)recicjted 
and retired before the expiration of the term of sjuch 
lease. | 

i 

4. The Board erred in holding that the liabililv'for 

deprecialio]! loss on leased eiiuipmeiit did not aedrue 
in the taxable vears irBG and lb 17, notwithstanding 
that the ixditioner and the h‘Ssor, as well as the twelve 
other railroad ('()nii)anies which use i)etitioner's fiicil- 
ities, iiave, since the execution of the lease and operat¬ 
ing agreenuuil in 1912, construed said lease and |op- 
erating agreement to create a current liability andlac- 
cordingly accounted therefor ])y })r()i)er accrual at jthe 
end of each month. | 

5. The Board erred in holding that the depreciatjion 

loss did not currently accrue for pur{)()ses of taxjac- 
counting, notwithstanding that the petition accrued 
such losses in accordance with the method of account¬ 
ing regularly employed in keeping its books. | 

j 

0. I'lie Board erred in holding that de])reciatiioii 
losses should not be accrued and deducted from giioss 
income of the ])etitioner, a lessee of (Mpiipment, not¬ 
withstanding that the said petitioner, as a conm^lon 
carrier, is subject to the jurisdiction of the Interstate 
Commerce Commission, and that such depreciation 
losses were accrued and entered upon petitioner's 
books in accordance with the general and specific In¬ 
struct ions of that Commission. I 


I 

I 

i 

! 

i 

j 

i 

I 
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7. The Board erred in holding that taxable net in¬ 
come or|tlie petitioner, a common carrier, should be 
determined in a manner contrary to the general and 
specific orders oi the Interstate Commerce Commis¬ 
sion, which Commission is expressly authori/.ed by law 
to prescribe the methods of accounting to be used by 
such a carrier and is empowered to enforce such meth¬ 
ods of accounting by the imposition of criminal penal¬ 
ties. 


S. The Board erred in failing to consider one of 
the principal issues presented to it by the ])leadings 
in said cause and contended for at the hearing, namely, 
that the iielilioner had concurrently billed against the 
twelve tenant railroad companies which used its freight 
yard and, terminal facilities the amount of dei)recia- 
tion losses on equipment leased by ])ctitioner from the 
Chicago AVestern Indiana Bail road ('ompany and 
received from such tenant Coini)anii‘s in the year 191G 
and 1917 lumounts equal to tin* liability accrued for 
such losses; that sucli amounts so received were, in 
elTeci, obligated ])aymcnts for iinpairinent of capital 
and as such were laid in like amount for the express 
purpose of meeting the obligation of petitioner to the 
lessor lor replacement of siu-h iMpiipmeiit, and, there¬ 
fore, that petitioner haul erroneously included and re¬ 
ported the amount so i-ecc‘ivi‘d as taxable income. 

9. 'fhe Board erred in failing to hold that there 
be ('limimited from ]>elitioiic'r's taxable income for 191G 
and 1917, tlu‘ amounts of and $27,84G.9G, 

respectively, being tin* amounts receivetl by petitioner 
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from its twelve user lines to cover impairmeiit of 
capital in the amount of the liability accrued upon its 
books for loss by way of depreciation on leased equip¬ 
ment. I 

I 

10. The Board erred in failiii.e; to include in itslfind- 
ings of fact the following necessaiy and material;find¬ 
ing as fully established ])y the testimony and as| spe¬ 
cifically requested by the petitioner in its retpiesj for 
proposed findings of fact duly and timely filed 'with 
said Board: | 

^‘7. The Belt Bailway, as a common caifrier, 
is subject to the jurisdiction of the Interstate 
Commerce Commission, and its accountsi are 
kept in accordance with the oixlers and ins|ruc- 
tions of that governmental agency. On Junje 21, 
1912, the Auditor of the Company addressed the 
follo\v'ing letter to the Commission: ! 

I 

‘June 21, 1912. 

“ ‘Mr. Chas. A. Lutz, | 

Chief Examiner Interstate | 

Commerce Commission, | 

Washington, D. C. | 

“ ‘Deae Sie: I 

I 

“ ‘I am writing for advice in connection |^vlth 
handling of depreciation on e(iuipment in |con- 
nection with the C. & W. I. R. B. and the jBelt 
Railwav of Chicago. The C. & W. T. are owhers 
of the property leased by the Belt Railway of 
Chicago, and under a conti*act between the I two 
companies, the Belt By. of Chicago leased from 
the C. & W. I. all of its e(iuipment with the ex- 

2h I 
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ceptioii of a very few locomotives and other 
equipment whicli are owned exclusively by them. 

“ ‘Under this contract and lease, which is 
for 999 years, the Belt Ky. of Chicago is re¬ 
quired to indemnify the C. & W. 1. in full at the 
end of the period, or before if required, for such 
equipment. This being the case, it seems to me 
quite proper that the Belt Ky. of Chicago should 
create from vear to vear a Liabilitv Account 
through depreciation on such equipment leased, 
which will, from year to year, take care of the 
original value of such eciuiimient as they may 
have leased from the C. W. 1. AVith this in 
view, would it not be })roper to set u]) in the 
accounts of the Belt Kv. of Cliicago such an ac- 
count, against which should be entered from time 
to time a sufficient amount in dei)reciation to 
offset at the time of destruction or obsolescence, 
the value of the equipment leased; and })er con¬ 
tra, an account in the accounts of the C. & W. 
I. of an equal amount, showing such amount as 
is due from the Belt. Kv. of Chicago to cover the 
value of equipment leased—this account to be 
cumulative from month to month and from year 
to year, until such equipment is destroyed or 
becomes obsolete? 

“ ‘On the C. & W. 1. books, of course, the 
amount charged to the Belt Kv. of Chicago would 
be a credit to cost of equipment in their ac¬ 
counts. The above takes care of only the equip¬ 
ment leased by the Belt Ky. of Chicago from 
the C. & W. I. as the equipment owned by the 
C. & W. I. and used by it in joint service with 
tenant lines would be handled in the regular 
manner as prescribed by the Interstate Com¬ 
merce Commission. 
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‘I should be glad of your advice in the mat¬ 
ter as early as is consistent with your duties. 

“ ^ Yours truly, | 

(Signed) ‘R. L. PORTER.’ 

i 

^^In reply thereto the following letter was re¬ 
ceived : I 

I 

j 

‘Interstate Commerce Commission, I 
Washington | 

“ ‘July 5, 1912. 

“ ‘Mr. R. L. Porter, Auditor & Assistant Sec¬ 
retary, Chicago & Western Indiana Rail¬ 
road Co. and the Belt Railwav Co. of Chi- 
cago, Chicago, Illinois. i 


“ ‘Dear Sir: 


“ ‘I have received your letter of June 2lst 
asking the advice of this office in the matter of 
accounting for depreciation on leased eqjiap- 
ment. | 

“ ‘A similar question was recently considered 
and the conclusions reached are substantially 

the same as those outlined in vour letter.! It 

* 

is believed that the depreciation of such eqjiix)- 
ment is properly chargeable by the lessee td its 
equipment depreciation accounts in operating 
expenses. Amounts thus charged slioiild be Con¬ 
currently credited to a suspense account under 
“Other deferred credit items” in the Gendral 
Balance Sheet Statement, this suspense accoiunt 
to be cleared through charges on account of pay¬ 
ments to the lessor under the agreement ifor 
indemnification. In accounting for the depre¬ 
ciation, the lessor should periodically credit |the 


I 

I 
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accrued depreciation in general balance sheet 
account B l-c, “Reser\’e for accrued deprecia¬ 
tion—Cr.,” concurrently charging an account 
under “Other deferred debit items,’’ which will 
be cleared by payments of the lessee. 

“ ‘Yours very trulv, 

(Signed) “ ‘CIIAS! A. LUTZ, 

I “ ‘ Ch ief Exa m iner o f A cco un is. ’ ’ ’ 

ARGUMENT. 


1. The General Contentions Briefly Presented, To¬ 
gether with the Statutes and Departmental Regu¬ 
lations Applicable Thereto. 


As established bv the facts found bv the Board, the 
appellant is a corporate agency created by and for the 
benefit of other railroad corporations. Its entire busi¬ 
ness operations are controlled by the tenns of the con¬ 
tracts therein set forth. The purpose of its creation 
and existence was to o])erate certain of the freight and 
passenger terminal facilities in the city of Chicago 
for the jpint benefit of twelve of the railroad systems 
which enter that city and which own its capital stock. 
Legal title to virtually all of its properties is vested 
in the Chicago & Western Indiana Railroad Company. 
These properties were and are leased to the a])])ellant 
under the terms of a lease agreement dated November 
1, 1912, the im])ortant provisions of which are set forth 
in the findings of fact. On the same date an operating 
agreement was entered into between the appellant and 
the twelve railroad com])anies which owned its capital 
stock. 
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Briefly, these contracts provided that the appellniit 
was to operate the terminal facilities for the benefit|of 
the twelve tenant lines. It was required to pay to ijlie 
lessor as rental for the use of the properties large in¬ 
terest payments on the bonds which had been issued |or 
were to be issued for the construction of the leaded 
properties themselves. The funds to pay this interest 
were to be collected from the tenant lines bv wav lof 
rental. In addition thereto the operating agreemdnt 
provided that the Belt Company should account for pll 
of its working expenses and, monthly, charge the total 
amount of such expenses against the twelve tenant com¬ 
panies which used its properties. Furthermore, t|ie 
Belt Company was entitled to charge against the tenajiit 
com})anies an amount suflicient to allow it to pay divi¬ 
dends of 6 per cent on its capital stock. These charg^^s 
were to be made on basis of use bv the tenant lines, ahd 
the redistributions of dividends were to be made, bf 
course, on stockholding basis. As a result the gross in¬ 
come and expenses of the appellant corporation we^e 
balanced each year to show a i)rofit of exactly $17^,- 
800.00, the amount necessary for its dividend requiile- 
ments. ■ 

Included among the properties operated by the Bdlt 
Company under the above-mentioned lease and operi:^t- 
ing agreements was certain railroad equipment arid 
rolling stock consisting largely of cars and locomotivbs. 
The maximum useful life of the cars was found by trie 
Board to be from 23 to 28 years and of the locomotives 
to be from 21 to 30 years (R., 39). Under this lease 
the Belt Railway Company was obligated to maintain 
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such equipment in thorough repair, working order and 
condition ,and to renew and replace such equipment 
from time to time as renewals became or shall become 
necessary ,(R., 35) and to return the properties in good 
condition at the expiration of the lease. 

In keeping its books the Belt Railway Company has 
consistently accrued in its cost of operations, as a 
working expense, the amount of physical loss in the 
value of such properties resulting from wear and tear, 
commonly called depreciation. At the time this accrual 
entry was made on its books a liability was set up in 
corresponding amount in an account designated “Ac¬ 
crued Depreciation on Equipment of the C. & W. I. 
R. R. Co.’’ 

The net working expenses, including the accrued 
depreciation charge, were, in addition to the dividend 
requirements as aforesaid, billed against and collected 
from the twelve tenant or user lines when the accounts 
for each month were closed. This method of account¬ 
ing was recognized, a])proved, and correspondingly 
adopted by the lessor and by the tenant lines, thereby. 


bv mutual consent giving effect to the aforesaid lease 
and concurrent agreement of Xovember 1, 1912. 

In making its tax returns for the vears 191() and 
1917 the appellant included in its gross income the 
amounts which it had collected from the user lines for 
working expenses (including depreciation) and for 
dividends. It likewise included in its deductions from 
this gross income the working ex])enses which it had 
incurred, including depreciation in the amount of $28,- 
978.59 for the year 1916 and in the amount of $27,846.96 
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for the year 1917. The CommLssioner disallowed j the 
deductions in these amounts hut held tliat the offsetting 
amount should remain in gross income. The Board of 
Tax Appeals, in its opinion promulgated Novent^er 
25, 1927, approved this action on the ground thatjthe 
petitioner had no cost or capital investment ini the 
leased rolling stock on which the depreciation liability 
was accrued and that whatever liability it may liave 
had with respect to its chattels was a future not a 
present liability. The effect of the opinion is to |tax 
income which could not have accrued except for | the 
inclusion in working ox])enses of the depreciation 
items. If the depreciation deduction is eliminated,| the 
amount collected bv wav of de])reciation is return of 

I 

capital to be held in trust by the Belt Railway to njicet 
its direct obligations to the Indiana Company wliich 
were accrued when the depreciation charge was n^^^de 
in its accounts. I 


I 

The allowance of a deduction for depreciation isjau- 

I 

thorized by the following statutory provisions: Sub¬ 
division (a), Paragraph (2), of Section 12 of the|In¬ 
come Tax Act of Sey)tember 8, 1916, as amended by |the 
Act of October 3, 1917, provides in part as follows: 1 


‘‘Section 12 (a). In the case of a corp(j)ra- 
tion, joint stock comi)auy or asso(*iation, or| in¬ 
surance company organized in the United States, 
such net income shall be ascertained by dedjict- 
ing from the gross amount of its income received 
within the year from all sources: i 

(1) All ordinary and necessary expenses paid 
within the year in the maintenance and opera¬ 
tion of its business and properties, including 


4 
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rentals or other payment required to be made 
as a condition to the continued use or possession 
of property to which the corj)oration lias not 
taken or is not taking title, or in which it has no 
equity. 

(2) All losses actually sustained and charged 
off within the year and not compensated by in¬ 
surance or otherwise, including a reasonable 
allowance for the exhaustion, wear and tear of 
property arising out of its use or employment 
in the business or trade; * * 

Subdivision {d) of Section 13 of the same Act pro¬ 
vides : 

“(r7) A corporation, joint stock company or 
association, or insurance company, keeping ac¬ 
counts upon any basis other than that of actual 
receipts and disbursements, unless such other 
basis does not clearlv reflect its income, mav, 
subject to regulations made by the C\)mmis- 
sioner of Internal Revenue, with the approval 
of the Secretary' of the Treasury, make its re¬ 
turn u])on the basis upon which its accounts are 
kept, in which case the tax shall be computed 
upon its income as so returned:’’ 

Regulations 33, promulgated by the Commissioner of 
Internal Revenue under date of Januarv 2, RTS, con- 
tain the following articles: 

‘‘Art. 1*26. ‘Paid* or ‘Actuallv Paid.’—‘Paid’ 

* 

or ‘actually paid,’ within the meaning of this 
title, does not necessarily contemplate that there 
shall be an actual disbursement in cash or its 
equivalent. If the amount involved represents 
an actual expense or element of cost in the pro- 
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1 

i 

duction of the income of the vear, it will! be 
properly deductible even though not actually 
disbursed in cash, provided it is so entered hpon 
the books of the company as to constitute a 
liability against its assets, and provided further 
that the income is also returned upon an accrued 
basis. 

‘^If in the course of its business, a corporj^tion 
credits the accounts of individuals, firms, oricor- 
porations with the amount of any expensesj, in¬ 
terest, rentals, wages, etc., due them, thereby 
making them subject to the i)ersonal drawings 
of such creditors, or if expenses actually in¬ 
curred are vouchered in definite amounts,! the 
amounts so credited or vouchered mayl be 
treated as paid, and if the amounts so credited 
or vouchered are expenses incurred con|cur- 
rently with and in the production of the inepme 
of the year, they may be allowably deducted 
therefrom. i 

“This ruling must not be construed to ajlow 
as a deduction anv accrued charges which if 
paid in cash or otherwise would not be dediicti- 
ble. 

“Art. 127. Approved Accounting Practices.— 
Pursuant to the foregoing provision, corpora¬ 
tions keeping their accounts in strict accord ^vith 
the methods prescribed by municipal, stated or 
PY'deral authorities, or in accord with approved 
standard accounting practices consistently fol¬ 
lowed from year to year, will be ])ermitted to 
make their returns of annual net income onithe 
basis of the accounts so kept, ]n*ovided sjuch 
systems of accounting clearly and correctlyj re¬ 
flect the net income of each year.” j 

i 

I 
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In the case now ])et'ore this Court there is ito denial 
that there was a )uitnrat and pJnfsieaJ loss to the loeo- 
m of ires a)pJ ears resnlfi}ff/ front depreeiation in use 
in the hnsittf'ss or trade. I'here is no denial that the 
appellant. The Belt Uaihratf ('otnpantf of CJtieapo. trill 

at some time hart' to tttal'e (jotnJ that loss. The onh' 

• ■ • 

objection which the (government se(‘ins to Iiave is that 
the loss is; not deductible in these taxable rears and 
will not be deduct i])le until aetnal ex])eiiditures are 
necessary to be mad(‘ in ])aynient ol' the liability to 
make good, the de])r(*ciation loss, 'riieret’ore, it does 
not seem to be a (piestion of whether tluu’e is a de¬ 
ductible lOiSs at som.e time, but only a qin^stiou of 
whether the loss mar be taken in these paidiculai' rears. 

Tlie ultimate (luestion iuh'scmiUhI to this Court is a 
two-fold consideration of the same item: (1) The ap¬ 
pellant contends that it should be allowed to deduct 
from gross income in the years Ibid and IblT the 
amount of actual dej)reeiation losses on the locomo¬ 
tives and cars, for wliicii losses it is liable to the lessor; 
or (2) if the deduction is not allowed, tln'ii the aj)- 
pellant claims that the amounts whirh it collected from 
the tenant companies, on the theory that the deduction 
taken tras an expense^, should not be included in gross 
income. The acce])tance of either tlieory will hare the 
same effect. 
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2. The Board Erred in Refusing to Find as Facts ; and 
in Totally Ignoring as a Factor Certain Important 
and Material Facts Which Vitally Affect i the 
Legality of the Deduction Claimed. 


Before diseussiiiij: the deduct ihilitv of the iloss 
claimed, the ai)|)ellant desires to address its i^rgu- 
ment to Assignment of Krror Xo. 10 (K. 59), ^^ihich 
relates to the failure of the Hoard of Tax Apjieals 
to find certain facts in connection witli the mej'hod 
of accounting employed by the ai)pellant to reflecjt on 
its books the de])reciation losses which form the basis 

for the contentions in this case, and Assignments X^los. 6 

1 

and 7, which relate to the authoritv of the Conimis- 
■ . * ! . 
sioner of Internal Kevenue to disregard a method of 

accounting prescribed by tlie Interstate Commerce 

Commission under authoritv of law. I 

•' I 

As set forth above. Section IM (d) of the Kevc[nue 
Act of 191() ])rovides that a taxpayer may return its 
income on the basis upon which its accounts are kept. 

i 

To meet these i)rovisions of the statute the appellant, 
during the coui’se of the trial below, introduced pral 

i 

and documentary evidence to ])rove tlie basis u^^on 
which the ])ooks of the a])pellant were ke])t, and ipe- 
cifically to i)rove that the identical treatmcuit ofjtlie 
depreciation losses, which is now disputed by the Com¬ 
missioner of Internal Revenue, was in exact accord¬ 
ance with express instructions of the Interstate Cbm- 
merce Commission which, under laws of the United 
States, has exclusive control over the accounts of i the 
appellant, a common carrier. | 

j 

i 

! 

I 

i 

j 
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This lestimonv was i;'ivc*n hv .Mr. I'orter, who lesti- 
fied that he was the Auditor and Secret a rv of both the 

ft 

appellant comi)aiiy, The Jkdt Kailway ('oni])aiiy of 
Chicago, and its lessor, the Chicago & Western 
Indiana Kailroad C’ompany (K. (»4). lie testified 
that the accounts of the corporation were kept 
under the classification prescribed by the Interstate 
Commerce Commission; that tlio appellant, a common 
carrier, was subject to the jurisdiction of the Inter¬ 
state Commerce Commission, and that it has rendered 
reports of its earnings and expenses and its corporate 
condition tp that Commission since November 1, 1912. 
He further testified that in 1912 he wrote a letter to the 


said Commission requesting instructions as to how 
the appellant. The Belt Railway Company of Chicago, 
and its lessor, the Chicago & Western Indiana Rail¬ 
road Company, should treat the depreciation loss(‘s on 
equipment which was leased from the Chicago & West¬ 
ern Indiana Company. The witness then placed in evi¬ 
dence, without objection and with the approval of the 
Board, the original impression copy of his letter dated 
June 21, 1912, addressed to the Interstate Commerce 


Commission, 


and the oi’iginal letter of instructions. 


datt‘d duly 0 , 1912, in rei)ly tluu'eto, both of which are 
heretofore set forth in full. The letter of Julv b, 1912, 
clearly sets forth the accounting re(piirements of the 
Interstate Commerce Commission with respect to de- 
])reciation on leased e(iui])ment where the lessee is 
liable to the lessor under an agreement of indemnifica¬ 


tion, and specifically instructed this a])pellant to in¬ 
clude the loss therefor in its operating expenses. 
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I 

i 

i 


The appellant furtlier introduced into evidence, 
without objection by respondent, Accounting Bjilletin 
No. 15, entitled “Interpretation of Accounting* (jdassi- 
fications as promulgated by tlie Interstate Combierce 
Commission'’ which contained general instructions to 

I 

carriers as follows: I 

“Query: A large part of the freight car 
equipment used by tlie carrier in its operations 
is held under lease from the industrial (iwner. 
To what account should be charged the aniounts 
paid to the owners of the equi])inent, and! those 
items representing rent and depreciationt 

“Answer: The rents should be charged to 
income account, hire of freight cars, and the 
depreciation charged to Expense Account No. 
15, freight train cars, depreciation.” | 

I 

At the conclusion of the trial the appellant,! peti¬ 
tioner below, filed a request for findings of fac^ (R., 
29 to 33). Paragraph (7) of these proposed findings 
requested that the Board make a siiecific findin^j upon 
the basis of the above testimony to tlie etfect: | 

“The Belt Railway, as a common carrier, is 
subject to the jurisdiction of the interstate 
Commerce Commission and its accounts | were 
kept in accordance with the orders and instruc¬ 
tions of that Governmental agency. On | June 
21, 1912, the auditor of tlie company addiiessed 
the following letter to the Commission.” (jHere 
was set forth the letter dated June 21, 19^2.) 

In reply thereto the following letter was re¬ 
ceived: (Here was set forth the letter of| July 
5, 1912, quoted above, which was received;from 


i 

I 


! 
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the Interstate Commerce Commission. (R., 26 
to 38.) 

The Board of Ta.x Appeals, in promulgating- its find¬ 
ings of fact on November 25, 1027, made special find¬ 
ings largely in accordance with the request for lindiiigs 
of fact as tiled by the appellant, except that Paragraph 
(7), as stated above, was left out entirely. Likewise, 
the opinipn which the Board promulgated totally ig¬ 
nored this phase of the question and did not consider 
the etYectjOf the accounting system adopted and used 
by the appellant upon the accrual of this loss, nor did 
it consider the effect of the fact that the particular 
treatment,of depreciation in the case was in exact ac¬ 
cordance with the specific instructions of the Inter¬ 
state Commerce Commission. 

The appellant believes and submits to this Court 
that, in considering the accrual of such losses, the 
method of accounting used by the taxpayer is of vital 
importance to the determination of the questions pre¬ 
sented, and this is particularly true where the method 
of accounting is one required by the agency of the 
United States Government whicli is expressly author¬ 
ized by law to prescribe the accounting method of a 
particular group of taxpayers. 

As will be more fuliv stated hereafter. Section 20 of 
the Interstate Comm(*rce Act (February 4, 1887, 24 
Stat. 370, c. 104, as amended by the Hepburn Act, 
June 20, 10t>6, 24 Slat. 584, cc. 3501) grants to the 
Interstate Commerce Commission the i)ower to pre¬ 
scribe the forms of any and all accounts to ])e kept by 
anv common carrier. 



Under this grant of power the Commissioii had 

i 

the undoubted authority to compel this appellant 
to keep its books in accordance with such methods 
of accounting as it may prescribe {Kansan | Clti/ 
Southern UaUicay v. United States, 231 Ui. S., 
423). The letter which the auditor of the| two 
companies (both the lessee and the lessor of the 
equipment here involved) wrote was a specific request 
for instructions from the Interstate Commerce bom- 
mission as to the manner of treating the depreciation 

i 

on such leased equipment. The reply from the Pom- 
mission specifically stated: “It is believed that the 
depreciation of such equipment is properly chargeable 
by the lessee to the equipment depreciation accounts 
ill operating expenses.’’ The letter further stated 
which accounts should be credited with the andount 

j 

thus charged to expense account by the lessee | and, 
likewise, described the manner in which the lessor 
should periodically account for this depreciatioiiL In 
addition, the oliicial manual introduced shows thal this 
accounting was in accordance with the general pplicy 
of the Commission. | 

If, as the Supreme Court states, the purpose of| Sec¬ 
tion 13(d) of the Income Tax Act of 1916 was tp en¬ 
able taxpayers to keep their books and make their re¬ 
turns in accordance with scientific accounting ][)rin- 
ciples, then we submit that it is vitally importai^t to 
know what accounting principles were adopted by| this 
taxpayer, and, likewise, it is of extreme importance to 
know, as a fact, that the method so adopted was a| uni¬ 
form method prescribed by an agency of the United 
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States Government which is authorized bv statute to 
prescribe such methods of accounting. 

AVe, t|ierefore, submit that the Commissioner of 
Internal Revenue is without authoritv to establish a 

I * 

system of accounting for the determination of taxable 
income unless the taxing statutes expressly make ex- 
ce]>tion to a uniform and authoritative system such as 
that ])romulgated by the Interstate Commerce Com¬ 
mission and made mandatory on the common carriers, 
and tliat the Board erred in refnsinu: to lind the ma- 
terial and necessary I'acts in this respect, as recpiested 
])y the ])etilioner. 

3. The Board's Opinion is Baised on a False Concept 
of Depreciation and the Time When Liability for 
Loss Should be Accrued. 


In a])proaching the (questions involved in this case 
it is im])erative that a ])roper conce])tion be had of 
wliat is generally t(‘rm(‘d depreciation. Much cloudy 
thought has been apparent in writings and de})art- 
mental decisions ui)on that subject. It has been called 
a ‘‘reserve,” in confusion with the account which is 
ke])t upon the books to reflect the aggregate of the 
charges made for de])reciation. It has been called a 
“fund,” although no fund is usuallv maintained l)v 
companies to offset the aggregate amount of deprecia¬ 
tion. It has been called a “return of capital,” al¬ 
though nothing is ‘‘returned” by the physical wearing 
out of assets. The true coiicei)t of the deduction which 
is allowed by the statute is that it is a physical loss of 
the property used in the business. 
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or 

O 


lousiness assets used in the operations of a ^oin 
and active ])usiness wear out. They may be re¬ 
paired and maintained, and kept in as good a condition 
as possible, but eventually, at some time, despit[3 re¬ 
pairs and maintenance, the asset will no longer fee fit 
for use. This gradual and invisible wearing ou|t, or 
exhaustion, is just as much a loss as if the asset [wore 
destroved bv fire or l)v some other sudden and visible 

* * * I 

cause. It is this natural, inevitable, invisible los^, or 
wasting away, wliich is contemplated ])y Section (h) 
of the statute which allows it as a deduction from 

I 

gross income in a reasonable amount. 

So it is in this case. The assets used ])y the aj)j)el- 
lant under lease were locomotives, railroad icars 
and equipment constantly in use in the freight yjards 
of tlie appellant. They were constantly and invijsibly 
wearing out. The facts found by the Board irrefu¬ 
tably establish this. The Board makes the definiteifind- 
ing: “Tlie maximum useful life of the cars use|l by 

the petitioner is from 2 '] to 2S years and of the loco- 

i 

motives from 21 to 30 years'’ (K. 39). In other wbrds, 
none of the assets upon which the depreciation | was 
based will last longer than 2S or 30 years, rej^pec- 
tively. The lease liere in ([U(*sti()n is for a term of 30 
years from Xovember 1, 1912. it is, therefore; in¬ 
evitable that all of the assets upon which depreciation 
was claimed will be completely worn out and exhauisted 
before the termination of the lease and that the lessee 

i 

must make good the liability therefor by replacing 
them all. I 


oh 


1 

i 
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Since tlicrc is nn aclnal, natural loss, and the con- 
trollin<>: revenue act allows a dediudion to cover that 
loss, it is manifest that someone is entitled to take that 
loss as a <h‘dnction on its returns. The lessee, the ap- 
p(*llant her(‘in. has the absolute ri.eht to the ])ro])erty 
for tlu* nuuainchu’ of its lifi*. It Tuust ])ay to the lessor, 
yearly, amounts for the ust‘ of the ])ro})erty, hut it is 
entitled hv the lease itself to “exercise the ri^'lits and 
privile.u'es h(U'(‘inahove e*ranted as fully as the lessor, 
as the owner thci*eof or otluu’wise."' It is also evident 
tliat the lessoi- should not he entitled to claim the de¬ 
preciation | on the ])ropi‘rties for it will receive the 
properti(*s, or equivalent properties, hack at the end 
of the lease in tin* same condition as when thev were 
taken over hv the lessee. Diirine,- the taxable years 
liere under review, it sutTered no loss and could take 
none as a deduction, because the lessee exj^ressly 
ai^reed to ]>rotc‘ct it from sustaining that loss. This is 
recogni/A*d by the r>oard in its opinion. Keferring to 
its previous decision in the Appeal <>( WUlicu}) ,/. 
l I>. T. A. lo, the Board states: 


“in tliat cas(*, jasf as in fjir cas(‘ hr fore us, the 
h‘ase (.‘xpi'essly hound the lessee taxpayer to 
maintain tin* chattels, suj)])lies and e(iui])ment 
under thc‘ h‘ase in as u'ood condition as thev now 
are .-pul in such condition to redeliver them to 
the lessor at tlu* end of the term." (Italics 
ours.) 


If, under the terms of the lease, the lessor sustains 
no loss, it follows that if tlu* lessee, being the responsi¬ 
ble coiqiorate entity, should be deiiieil a deduction from 



tile income which it must have to discharge its obliga¬ 
tions, there would he no allowance whatever for ^liis 

current loss which the statute authorizes. I 

i 

We submit tliat an analysis of the reasoning of!the 
Board in su])port of its decision in denying this deduc¬ 
tion clearly indicates that it is erroneous. In the ^rst 
instance the I>oai*d relies upon several Federal court 
decisions which l)y subsequent reversal or distinction 
by tlu‘ high(*r coni-ts have been made ineffective. 

Thus it relies upon the decision of Schuster r. \vil- 
liatus, ‘28.’) Fed. 11.'), as its authority for liolding that 
where a taxpayer k(‘])t its books and made its! re- 
tui*ns u|)on the accrual l)asis of accounting it couldInot 
claim deductions until tin* liabilitv for its losses or!ex- 

j 

])enses became due. We submit that the decisioit of 
the Circuit Court in AScInisfcr r. Williams^ in itself, 
does not supi)ort this (fi'ucral theory. In that caseithe 
taxpayer was claiming, as a deduction in 1918, a Sol¬ 
diers' Bonus tax h‘vied hv the Wisconsin legislat|ure 
under a statute which was not passed until Julyi.‘30, 
191!). The court lu‘ld: | 

i 

“Since* tin* act creating the tax was not paJ^sed 
until aft(‘r tin* Fedei’al Income* tax year of 1!|)18, 
this Solelie*i-s' Bonus tax can in no sensei be 

I 

deeineel to have accrued during the calendar 
year ])rior to that of its passage.” i 

There is no eleiiying the correctness of this holding, 
])ut we do de*ny tliat it is api)licable to the facts in |his 
case. The lease here in epiestion, which created jtlie 
liability for the depreciation loss, was entered ipito 
some y(*ars prior to the taxable years, namely on jCo- 
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voTn])i*r 1, 1012 (Ii. .24). Tin* ;i]);)raisal \vliic*h the 
I'oai'il liiids (lc*t(*rn!iii(*(l llu* total amount oi* tho liabil¬ 
ity for tho ivphuHuncnt of tho o(ini])m(*nt was com¬ 
pleted May 1, lbl.2 ( K. .2!)). The ma.ximum useful life 
e)f tlie‘ assets involve*d was elelinitelv kiie)Wii aiiel is 

delinitetv found as a fae-t bv the* I'oarel to be from 2.*> 
» • 

to 28 ve‘ars anel fi’om 21 to .‘50 ve‘ai*s for cars and loco- 

• • 

motives, ,res])eHtively (U. .*59). The amounts e)i ele- 
preciation claimeel were compute‘d at the rate e)f '.V/( of 
the appraise'd valuation. 'I'liis ])(‘re‘e‘ntaii-e rate con- 
te*mplates a total life e)f .‘].‘T a ye‘ars, which is event more 
than the ])eriod which the Board linels as a fact to be 
the maximum life* e)f the assets ( K. .‘lit). The liability 

was existe‘nt in the taxable vears liUO anel 1917 anel 

• 

was detinite'lv de'terminabu* in tho<e- venirs. 

• • 

It is alse) netted that in ScJnisIcr r. Willidnis the (dr- 
cuit Court cited the decision of the* Supreme (’ourt in 
l.'}iitr(l Sfafes r. W'ooffinoyL 2.‘)() V. S., (>.‘52, as its au- 
thoritv fur the meaninii- e>f jiccruals. A cetnsieleratioii 
of the history of this case u'etes far to explain the* re‘a- 
soidne: of the ihtard herein. The Woodwarel case 
involved the* eleeluciietii e>f an estate tax ’ov the tax- 
payer. Under the statute le*vyini;- the* (*state tax, it 
became due* on I)ecembe*r lb, 1918. it was not ])aiel, 
however, until Feb'i'uary 8, 1919. The exe*ctttors made 
a return of the income of the testator's estate for the 
taxable yciu* 1918 and claimeel in the return a de*duc- 
tion for the ameuint e)f the estate tax se) ])aiel. The 
Court, in its e)pinion, stated that the sole (piestion for 
decision was as follows: 

‘‘Was the estate tax j)aid by the e*xecutors 
and claiine*el bv them as a ele*eluctie)n in the in- 
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come lax return for tlie year 1918 an allo\v^il)le 
deduction in asccrtainini;- the net taxable! in- 
come of the estate for that voar?” ! 

• * t 


The Court held that it was, stating: j 

! _ 

*‘llere the estate tax not onlv accrued, which 
means l)ecame due, during tlie taxable year 
1918, l)Ut it was ])aid before tlie income for that 
year was returned or reijuired to be returiuKl.” 


In a number of its earlier decisions the Board of 
Tax A|)i)eals lithd that no liability could ‘^accrue”ifor 
I)urposes of tax accounting initil it “became dije.” 
Apiical of liussf’II Co., 1 B. T. A., 194; Li. S. 

Ajirrs (C Co., 1 B. T. A., 113.”) (where the Board in this 
connection also r(‘lied on Audcrsnii v. lJuUed Htafcs, 
GO Ct. (’L, lOG, which was reversed by the Su})reme 
Court, 12G9 r. S., 432). | 

However, the theoi'v of accrual thus based on the 
Woodward opinion was detinilely set aside by the Su¬ 
preme Coin*t in its latei’ decision of Anderson i\ Idnp'd 
States, 2()9 U. S., 422. That case involved a claimed jde- 
duction for a munitions tax which was a})plicablei to 
191G, but paynuuit of which did not become due uhtil 
1917. The tax})ayer rihied on the Woodward case and 
contended that, inasmuch as the tax was not “dUe” 
until 1917, it was entitled to the (l(‘duction in that ve'ar. 

7 V \ 

1 

Tlie Suin-eme (h)urt discussed at some length the Ijis- 
torical develo])inent of the accrual idea as a basis of Re¬ 
counting for the ])ur})ose of taxation. It ])ointed Out 
that the Bevenue Acts of 1909 and 1913 permitted tilie 
determination of income onlv on a strict basis of i*e- 


1 

I 

i 

i 



ceipts and disbursemt'iils. Il i'lirllicr poiiilod out that 
the Revenue Act of 191(5 allowinl for a different inotliod 
of determlniii'i: income hy pi-ovidiiu:-, in si‘ctions 12 {a) 
and lo {f/)y a diffenmt l>asis. Stn-tion 12> (//), vhich is 
referred to in that decision of the Supreme Court and 
likewise a})])lies to tliis case, ])rovides as follows: 


“A corporation * * k(‘e])inu- accounts 

upon any basis otlicr llian that of actual receipts 
and disburs(‘ments, uuh*ss such other l)asis does 
not clearlv retl(‘ct its income, mav, subject to 
rei^ulations made by the Commissioner of In¬ 
ternal Rt‘V(*nu(‘ with the a])])roval of the Sec!*e- 
tary of the Ti'easiny, mak(‘ its returns upon the 
basics u{)on whieli its :iceounts are ke])t, in wliich 
case the tax shall be com])ut(‘d upon its income 
as returned.-’ 


The C'ourt also referred to Treasury Decision 24.*)d, 

V 7 

promulirated by tlie Commissioner with the approval 
of the Secretary of the Treasury on January 8, 1917, 
which provided that under Section 1J (J) : 

“It will be pei'inissibU* for corporations which 
accrue on its books monthly or at other stated 
])eriods amounts sunicieiit to meet lixed annual 
or other chari»‘es to deduct from their ^-ross in¬ 
come the amounts so accriu'd, provided such ac¬ 
cruals a}>])roach as nearly as })ossible the actiud 
liabilities for which the accruals are made, and 
})royi,ded that in cases wherc‘ dc'diictioiis are 
made, on the accrual basis as hei*einbefore indi- 

i 

cated, income from lixed and determinable 
sources accruini*’ to th(‘ corporation must be re¬ 
turned for the purpose of the tax on the same 
basis.” 



i 
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After reviewing the arguments of the parties,| the 
Court stated: 

I 

‘‘A consideration of tlie difficulties involved 
in the preparation of an income account pn a 
strict basis of receipts and disbursements for 
a ])usiness of any c()m])lexity, which had been 
ex])erienced in the a])plicalion of the Act$ of 
190!) and 1913 and whicli made it necessary to 
autliorize hy departmental regulation, a method 
of })re})aring retiiiuis not in terms provided! for 
by those statutes, in(li<‘ates with no uncertainty 
the purpose of sections 12 (a) and 13 (r/) of| the 
Act of 19U). it was to enable tax))ayers to Keep 
their books and m:ike their returns according* to 
scientific accounting principles, by charging 
against income earned during the tax^tble 
period, the expenses incurred in and propprly 
attributable to the process of earning incpme 
during that period; and indeed, to require |the 
tax return to be made on that basis, if the tax¬ 
payer failed or was unable to make the retjurn 

on a strict receipts and disbursements basis.” 

j 

I 

The Court then took up the argument on the Wood¬ 
ward case, to the effect that the tax did not accjrue 
until it became due in 1917. The Court stated: | 

I 

*‘Onlv a word need be said with reference to 
the contention that the tax upon munititijons 
manufactured and sold in 1916 did not accjrue 
until 1917. In a technical legal sense it ma>j be 
argued that a tax does not accrue until it has 
been assessed and becomes due; but it is 
true that in advance of the assessment of a it ax 
all the events may occur which fix the amount 


I 

I 

! 

j 

i 

I 

i 
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of the tax and determine the liahililv of the tax- 

% 

payer to pay it. In this respeet, for ])ur])oses 
of accounting and of ascertainin^e: true iiu-ome 
for a g-ivcn accounting period, the munitions tax 
here in question did not stand on any diiTcreiit 
footing tlian other accrued ex])ens(‘s app(‘aring 
on appellee’s books. In the economic and hook- 
keeping sense with ivJiich fhr sfdfiiic (ind Treas¬ 
ury decision were concerned. the fa.r(‘s had ae- 
crued. It should be noted that section l.‘l(d) 
makes no use of the Avords ‘'accrue" or “ac¬ 
crual” but merely ^n'ovides for a return upon 
the basis upon whieli tlie tax]nayer*s accounts 
are kept, if it reflects iiiconn*—whieli is ])re- 
cisely the return insisted u})on Ijv iIk' gov(‘rn- 
ment. We do not think that the 'freasurv I)(‘- 
cision contemplated a return on any other basis 
when it used the terms “accrued" and “ac¬ 
crual” and provided for the deduction l)y the 
taxpayer of items “accrued on their books.” 
(Italics ours.) 

“United States v. Woodward, 'Job V. S. (Jo-, 
41 S. ,Ct. C5 L. Ed. 11‘U, reli(‘d upon by a])])el- 
lees, arose under the Income Tax Law of HUS, 
Section 213(a) and (e) of that act jirovided that 
taxes ^paid or accrued’ within the taxable year 
imposed by authority of the United States, ex¬ 
cept income, war profits and excess profits taxes, 
might |be deducted in ascertaining income. The 
claim of the taxpayer of the right to deduct 
estate taxes levied under that act for the vear 
when due, although paid in a later year, was 
upheld. It did not a])pear whether, as here, 
the taxpayer kept his books on the accrual basis 
or whether, as here events had occurred before 
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the tax became due ^vhicll fixed the amount ot‘ 
it; for it did not appear whether the deductions 
to be made from the testator’s p:ross Oi?tate 
wore ascertainable for the purpose of determin¬ 
ing’ the estate tax. The (piestion which weinow 
iiave to determine was not raised, considered or 

^ i 

decided in that case.” | 

The Anderson case is important in tlie i)resent lease 
in several particulars: | 

(1) It definitelv holds that the Woodward case is 
not an authority for determining tliat a liability ac- 

• V* ^ j 

ernes wlien it becomes due, whicli is tlie sense in wjhicli 
it was relied n])on in the decision of ScJiusfcr v. ilT^Y- 
llams cited by the Board below, and in which the Bdard 
uses that decision in its opinion below. ■ 

(2) The Anderson decision holds that the time when 

a deduction mav bo taken is not determined bv the {ime 
when it becomes due and payable in ‘‘a technical ibgal 
sense.” Such accrual must be determined ^‘inlthe 
economic and bookkeeping sense with wdiich the statute 
and treasury decision were concerned.” I 

i 

(3) The Anderson decision holds that the purjlmsc 
of Section 13(d) of the Eevenue Act of 191G is |^Mo 
enable taxpayers to keep their books and make their 
returns according to scientific accounting principles by 
charging against income earned during the taxjible 
period the expenses incurred and properly attributable 

to the process of earning income during that peridd.” 

i 

We have stated that a consideration of the historj’ of 
the Woodward decision will throw light upon the qfies- 
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tion here involved because we believe that the Board 
of Tax Appeals, in many respects, still adheres to the 
theory of its earlier decisions based upon a false con¬ 
ception of;the Woodward decision and lias, therefore, 
never fully accepted and applied the true import of 
the subsequent Anderson decision of tlie Su])reme 
Court which must now be recou'nized as the leading: 
case in determining the time when items of deduction 
accrue on the accrual basis of determining income and 


reporting the same for taxation. (Sei‘ the lati'r cases 
r. S. r. MifeJirIK 271 V. S. !): and AtHcrlrau Safhmal 


To. r. r. .V., 274 U. S. !M).) 


The other court decisions relied upon hy the Board 
below is Weiner v. Weiss, 17 Fed. (2d) GoO, a decision 
of the District Court for the Xorthern District of Ohio, 
Eastern Division. This case was more dii'ectlv in 

I • 

point with the present case, involving a l(‘ssee who 
was obligated by the terms of his lease to make good 
the depreciation of the leased property. That decision, 
however, has ceased to be an authority for it was re¬ 
versed by the Circuit Court of A])peals for the Sixth 
Circuit on June 30,1920, 27 F. (2d) 200; and the lessee 
was held entitled to deduct the allowance for deprecia¬ 
tion for which he was contractually liable. We shall 
discuss this decision more fullv hereafter. 


4. The Board Erroneously Bases Its Decision Upon the 
Theory that the Liability for the Depreciation 
Loss Here Involved did not Accrue in the “Tech¬ 
nical Legal Sense/' 

In the opinion which the Board handed down in this 
case, it is apparent that it was basing its conclusions 



upon tlie theory that the liability of the lessee ajppel- 
lant did not accrue within the taxable years 191$ and 
1917, and in so doing we submit that the Board con¬ 
sidered such accrual onlv in the ‘‘technical ilegal 
sense” which the Supremo Court has stated ih the 
Anderson decision, supra^ is not the proper considera¬ 
tion contemplated by tlie statute. Thus, we find! such 
expressions in the Board's oi)inion as the follo’s^’ing: 
“It (the depreciation) can only be regarded as ajfund 
accumulated from year to year to meet a contiijigent 
liability.” (R., 42.) Then there is quoted with ap- 

i 

proval a previous decision of the Board, which stated: 
“It is apparent that no liability hi prascnti w^s in¬ 
curred under the terms of the lease in question i)i the 
vears 1918 and 1919, however well known it might!have 
been that a liability in some amount would be incijirred 
at some time in the future. The liabilitv to restore 

j 

chattels as good as new or as good as when received 
when a lease is ultimately canceled or surrenderbd at 

some indefinite or indeterminate time in the future is 

! 

not a ])resent actual liability, iuid is not the actual in¬ 
curring of an expense or liability.” (R., 43.) Ajgain, 
referring to the j)resent case: “Whatever liabil^y it 
may have had with res})ect to such chattels, it ^yas a 
future, not a present liability.” | 

'Pile lioard s(*ems to confuse the liability “to h^iy” 
with the liability of responsibility for the obligation 
itself. It is true that during the vears 1916 and il917 

* i 

there was no liability t<t jhiij the lessor any amount 
in cash for the depreciation. However, the obligation 
to rei)lace the loss of property value which has already 
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occurred was a })resent and existinix one. De])recia- 
lioii is a current loss. It does not develop at the mo¬ 
ment the })roperty is i*eturned to tlie lessor. It de- 
velo])s all durini^ the time wlien the weariii'i: out oT the 
assets is takinii' i)lace. It is tliis loss which ci'eates 
the liability, and the })arties currently and consistently 
recognized the liability. In this coniu'ction we believe 
that we can not do better than ({note the same aricu- 
meiit which was made in the briet' tiled with the Board 
below, and which, we r(*in-ret, was neither answerc'd nor 
referred to in the Board's decision. We there ariiued 

I '' 

that the contract of the ])arties created a current and 
existiiiic obliu:ation, or liability. We stated: 


In the case of the f’/V// o/ Xcir York rs. The 
X('ir Yftrk ('cufral liailrf/afl, lh*> X. Y., b4‘l, r)4(); 
S() X. K., bb.-), b()7, the Court said: 

•‘When ])arties to a contract of doubtful meaii- 
iiiii', li'iiided by self-int(‘rest, enforce it for a long 
time bv a consistent and uniform course of con- 
duct so as to give it a ])ractical meaning, the 
courts will treat it as having that meaning, even 
if as an original ])roposition they might have 
given it a different one.'' 

In Chicaf/o (0 (treat Western Co. rs. Xorih- 
eni Pad fie Pail road Co., 101 Fed., SbO, the Court 
said: 

* * Its obligation to do so was admitted 
every month in the vear for 10 vears bv the ])av- 
ment, without protest or (piestion and with full 
knowledge of all the facts, of the monthly bills 
for its share of these expenses. It is a canon 
in the interpretation of contracts that the prac- 
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tice of tlie parties under them may fuijnisli a 
solid basis on which their construction miiy rest. 
‘TeL me,’ says Lord Sudgen, ‘what you have 
done under a deed, and I will tell vou what that 
deed means.’ This remark of the LordI Chan¬ 
cellor has come to be accepted as a maxiiri in the 
construction of contracts.” I 

Counsel for the Commissioner admits I in his 
argument that in the consideration of |a con¬ 
tract the best known rule is ‘sliow me what they 
do and I will tell you what they mean”] ’ (K., 
145). Under this maxim of the law he Admits 
that the Belt Kailway is liable for the deprecia¬ 
tion but then ignores totally the actions ^of the 
parties as showing rvluni that liability arises or 
is recognized by arguing that the charge fcr so- 
called de])reciation is only an anticipatioli of a 

future liability. i 

% 

The tuHc when a liability comes intio ex- 
istence is only a mere incident of the liijibility 
itself. If parlies 'may create hy contract the 
very liahility itself, they may also, ivithokd re- 
slrielion, setlle upon Ihe time when that liahility 
arises and may cause it to come into existence 
at any lime and upon the happening of any con¬ 
tingency which they might agree upon. : This 
being true, when did these parties intend that 

the Belt Kailwav should become liable fdr the 

* 

loss here in (piestion? 

Here, again, we may apply the maxim re¬ 
peated by counsel for the Commissioner, “^how 
me what they do and I will tell you whatj they 
mean.” AVhat did these })arties do which dhows 
their intention as to the time when the liability 
was incurred? 


... i_ 
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Oil tilt* last dav of everv month of each vear 
from the signing of the agreement until the 
present time, they have mutually agreed upon 
the amount of the liability and accrued that 
liability on the books of tlie Belt Kailwav ^vith 
a contra asset account on the l>ooks of the 
Western Indiana Company. From the very in¬ 
ception of the agreement they have consistently 
computed, recognized and accepted the liability. 
The lessee has held the funds thus recognized 
for that purpose, and currently they have trans¬ 
ferred such funds as their current needs have 
required. The minutes of the Board of Direct¬ 
ors, itheir correspondence with the interstate 
Commerce Commission and their dealings with 
the Director General have all accejited as a 
foregone conclusion the existence of a current 
and monthly liability for tliis loss. The thought 
that there was not such a current and fixed lia¬ 
bility never entered their minds until the Com- 
•> 


missioner started this tax dispute. 

Take again the operating agreement with 
the tenant companies. Under that agreement 
the tenant liens were only obligated to pay the 
‘Working Expenses’ of the Belt Kail way. It 
would be ridiculous to sav other than that they 
were only obligated to pay those working ex¬ 
penses wliich were actually incurred, llow did 
they treat this loss? They recognized without 
question that it was a loss and that it was cur¬ 
rently incurred. We may well quote Mr. Justice 
Swayne, in Insurance Compa)nj r. Diitcher, 95 
U. S. 269, 273, as follows: 


“There is no surer way to find out wliat par¬ 
ties meant than to find out what they have done. 
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Self interest stimulates the mind to activity and 
sharpens its perspicacity. Parties in such ^ses 
often claim more, but rarely less, than they are 
entitled to.’’ i 


We repeat this argument again to this Courlj and 
submit that there was an actual liability imposed jupon 
the appellant herein; an obligation of responsibility 
for the depreciation which had occurred; and the Imere 
fact that no payment vras then necessary does not pre¬ 
vent the liabilitv itself from being existent, whdn all 

i 

the })arties consistently treated the liability as a|i ex¬ 
isting fact, made payments and adjustments aijnong 
themselves on that basis, and thus, themselves,! con¬ 
strued the terms of their contracts to mean tlfat a 
currently existing liability was present. If we| look 
to what these ])arties dhl to determine what they nicaut 
by their contracts there seems to be no room to doubt 
that the liabilitv existed. | 

The time of accrual in this ‘^technical legal sense” 
is not important, however. The Supreme Court i|n the 
Anderson case, .supra, states that the statute and the 
Treasury regulations are concerned only witlji the 

I 

“economic and bookkeeping sense.” | 

In the economic sense, every lease for money Cental 
contemplates that the lessee shall pay for depreciation 
in some manner. In many cases the lessee is not liable 
for depreciation as such, but it is apparent | that 
the money rental which he pays must be sufficient to 
reimburse the owner for this loss as well as for pther 
charges, and a return on his capital. In such casPs the 
lessee receives benefit for the deduction for depfecia- 
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tion by deducting the rental paid, which includes the 
allowance for depreciation. Likewise, the true profit 
of the owner can only be determined by reporting his 
gross rental received and deducting from it the loss 
for depreciation and other charges which he must meet 
on the property. In other cases, as in the i)resent case, 
the lessee is held liable by the terms of the lease for 
the depreciation of the property, and tlie rental which 
he must pay is correspondingly lessened l)y an allow¬ 
ance for that liability. In such a case the lessee does 
not pay for the depreciation in increased rental, but 
it is apparent that he must pay for it by actual re- 
})Iacenient of the properly itself. In either case the 
lessee l)ays for the depreciation and he, in turn, must 
collect from Ids customers, as a part of his gross in¬ 
come, enough to cover the amount thereof. If he did 
not do this he would have to i)ay for the de])reciation 
out of his own capifal. 

We gain some light upon the economic situation in 
this case by considering the rental which this api)ellant 
was re(}uiretl to ])ay for the property covered by the 
least* agreenu‘nt. rnder the terms of the lease, the aj)- 
j^ellant was obligated to pay the following: 


(a) Five dollars per annum. 

(b) ^828,000 per annum, being 4 i)er cent upon 

$14,000,000, the valuation i)laced on the 
. leased property as it existed when leased. 

(c) The interest on all bonds issued after that 
I date, the proceeds of which were or which 

will be used to construct addiiious to the 
property. 
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It is manifest that the lessor did not coiitemplatej that 
these rental payments should include any allowance for 
depreciation. Literally, they were merely the interest 
on the money capital expended to construct the assets. 
At the end of the period the principal amount of the 
indebtdness will be still outstanding, and if the Ifessee 
does not make good the assets, or, in other wordjj, the 
depreciation of the assets, the lessor will have noth¬ 
ing but the debts which it had incurred to construct 
those assets. | 

Let us look at the other side of the picture, i The 
Belt Company assumed the liability for such depitecia- 
tion. It accrued the amount of the loss currently upon 
its books and set up the aggregate thereof as ^ lia¬ 
bility due to the lessor (R., 39). Having assumed 
such loss, it in turn must look to some source J‘rom 

I 

which to derive the gross income to cover that |loss. 
Otherwise, its capital (its cash and its other assets) 
would have to be depleted to make good the oblig^^tion. 
The picture is plainly presented in the facts fouiid by 
the Board. The twelve tenant lines, for which the 
appellant operated its terminal facilities, agreed to 
pay all its “Working Expenses,'- as well as a dividend 
of 6 per centum on its capital stock. The depreciation 
was included by the parties in tlie “Working! Ex¬ 
penses,^’ and was charged against those tenant lines in 
proportion to their use of the properties. They, in 

i 

turn, paid to the appellant, in cash, a sum to cover 
such loss. This sum was reflected in the appellant’s 
gross income and was held by the appellant foij* the 
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express purpose of meeting the obligation for the re¬ 
placement of the leased equipment, and from time to 
time, as conditions required, was used for that pur¬ 
pose (R., 39-40). In other words, the gross income 
which was reported in the years 1916 and 1917 included 
income received from the tenant lines for the express 
purpose of covering the depreciation. The deductions 
claimed included the loss for which it, in turn, was 
liable. This is the economic ])icture ])resented, and we 
submit that the accomiiinu' therefor was correct in the 


“economic sense. 

The Supreme Court in the Anderson case, supra, 
also states that Section 13 {(J) contemplates accruals in 
the “bookkeeping sense.” It further says that the 
purpose of the section is “to enable taxpayers to keep 
their books and make their returns according to scien- 
tific accounting principles, by charging against income 
earned during the taxable period the expenses incurred 
in and properly attributable to the process of earning 
income during that year; * * *■.” 

We submit that the depreciation loss here involved 
accrued in the “bookkeeping sense,” in the year when 
the loss actually and physically occurred, and “in ac¬ 
cordance with scientific accounting principles,” it must 
be reflectejcl in computing income in that year. We 
think we need only call attention to the fact that the 
Interstate Commerce Commission is charged bv law 
with the duty of prescribing correct accounting prin¬ 
ciples for all railroad carriers. By the same statutory 
authority each carrier is required to keep its accounts 
on the basis ])rescribed by that Commission. 
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Certainly the system of accounting prescribed by the 
Interstate Commerce Commission and follow(^d by 
every railroad company in the United States is a 
‘‘scientitic accounting method/' Surely, the opinion of 
the Commissioner of Internal Kevenne is erroneous 


when lie disauTees with the aevncv of the Government 


which is ex])ressly anlhorized by law to establishithose 

i 

methods and with evci-y (‘oinpaiiy engaged in the| same 
business as the a])])ellant. Section 20 of the so-called 

i 

Interstate ('onnnerce Act (February 4, 1S87, 24|Stat., 
379, c. 104, as amended by tin* Hepburn Act of diAie 29, 
1906, 34 Stat., r)S4, cc. 3591) ])rovides: I 


‘‘Tlie Commission may, in its discretion, pre¬ 
scribe the forms of any and all accounts, re<i*ords, 
and memoranda to bo kept by carriers sijibject 
to the provisions of this Act, including tl^e ac¬ 
counts, records, and memoranda of the move¬ 
ment of traffic as well as the receipts anid ex¬ 
penditures of moneys. The Commission : shall 
at all times have access to all accounts, records 
and memoranda kept by carriers subject tb this 
Act, and it shall be unlawful for such carriers 
to keep any other accounts, records, or nliemo- 
randa than those prescribed oi- apyiroved liy the 
Commission, and it may employ special agents 
or examiners, who shall have authority ijinder 
the order of the (."Commission lo inspect ai^d ex¬ 
amine any and all accounts, records, and rbemo- 
randa kept by such carriers. This provision 
shall apply to receivers of carriers and operat¬ 
ing trustees.” | 

i 

j 

It is clear that it would have been unlawful for the 
appella]it to have treated its depreciation in any man- 


i 

i 



ner other than that prescribed by the Commission. 
In fact, \vc may well question the authority of the 
Commissioner of Internal Kevenue to cliang*e the 
method so prescribed. In Kansas Citif Southern Rail- 
n aif r. rnltcd States, ‘iol V. S. 42.‘5, the Supreme Court 
considered a case in which the Interstate Commerce 
Commission had directed that abandonments of prop¬ 
erty sliould be ciiarii’ed to 0 })eratini;- expenses. The 
Kansas City Southern luiilway objected to the account¬ 
ing thus j)rescribed and contended that such abandon¬ 
ments should Ih‘ charired to profit and loss and sought 
tlie aid of the courts to avoid the order of the Commis¬ 
sion. The|Supreme Court held that the accounting pre¬ 
scribed by the Commission was correct, but concluded 
its opinion with tliis signiticant statement: 


“But, did we agree with appellant that the 
abandonments ought to be charged to surplus 
or tp i)rofit and loss, rather than to operating 
expenses, we still should not deem this a sufiS- 
cient ground to declare that the Commission had 
abused its power. So long as it acts fairly and 
reasonably within the grant of power constitu¬ 
tionally conferred by Congress, its orders are 
not open to judicial review.’^ 


We need not confine ourselves to the orders of the 
Interstate Commerce Commission to establish that 
the de])reciation treatment in this case is in accordance 
with scientific accounting principles. Thus, Mont¬ 
gomery in his work, “Auditing, Theory and Practice,” 
which is perhaps the best known accounting reference 
book, states: 
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‘Mt sometimes happens that at the end pf a 
lease there is a claim for damages based oit the 
condition of the premises. It is not usnally Ipos- 
sihle to restrict the use under a long leasie to 
ordinary wear and tear. The amount thelreof 
will vary according to circumstances, andj the 
])ossil)ility of this contingency must be taken 
into consideration in making the calculation. 
Wltcn there is an ar/reeine)if in a lease calling for 
the restoration of premises to the original con¬ 
dition at the terminati(oi of the lease, the fsti- 
mafed e.vjjiotse )nap he aeenmutated and spread 
over the gears of the life of the lease. I 

‘vin Kngland, where leaseholds are far njiore 
common than liere, the annuity system is usually 
a])plied and the interest on the investment is 
charged each vear on the diniinishing value of 
the lease. The amount of depreciation is tijxed, 
but as the reserve grows larger the inteirest 
charges decrease. | 

“When new buildings are erected on leased 
land the full cost thereof will have to be ^^ro- 
vided for during the tei-m unless there is a pro¬ 
vision for revaluation at the expiration. In long 
event the an}onnt irhieh frill disappear fronr the 
assets at the end of the lease mnst he ahso)\l)ed 

• I 

eqfdtahlg during life period. The annuity Sys¬ 
tem is suggested as the plan most suitabje.” 
(Pages 421 and 422.) (Italics ours.) | 

Summarizing we submit that in the “economic and 
bookkeeping sense” with which the statute is con¬ 
cerned, the liability for such depreciation accrue(^ in 
the year in which the ])hysical and actual loss yas 
sustained and that in aceordance with “ scientific i ac- 
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countpriiicii)les," as established by the Interstate 
Commerce Commission and other accounting authori¬ 
ties, sucli liabilitv must be accounted for in those vears. 
In this case, as conclusive!v establislied bv the tindings 
of the Board, there was a natural and ])hysical loss in 
the assets in the years IDK) and 1917 at least equal to 
the amounts claimed, and we submit that the loss must 
be accounted for in those years. 


5. The Net Income of This Taxpayer Cannot be 
Clearly Reflected Unless it is Permitted to De¬ 
duct the Depreciation Loss for Which it Ex¬ 
pressly Collected a Portion of the Gross Income 
Which it Reported. 


(\)unsel for the Commissioner will undoubtedlv at- 
temi)t to answer the ])revious argument by stating that 
the provisions of section 15 (d) do not give taxpayers 
the absolut(‘ right to return their income for taxation 
on tlu‘ basis u])on which their books are kept, but that 
such section grants to the Commisisoner the right to 
reject any such basis of keeping the ])ooks. We an¬ 
swer that the right to reject tlu‘ basis of keeping the 
books is limited by the statute itself. Section 15 (d) 
provides: 


A, corporation * keeping accounts 

u])on any basis other than that of actual receipts 
and disbursements, unless such other basis does 
not clearly reflect income, may, subject to regu¬ 
lations made by the Commissioner of Internal 
He venue, with the approval of the Secretary of 
the Treasury', make its return upon the basis 


upon which its accounts are kept, in which base 
the tax shall be computed upon its income as so 
returned. • * j 

The section gives the Commissioner two privilleges 
in connection with the basis adopted. If it does] not 
cl carl// re/lecf incoote he may reject the basis, f’ur- 
ther, he may, ivifh the approval of the Secretary of the 
Treasury^ promulgate regulations to make efPebtive 
the section of the statute. We have set forth alj>ove 
the regulations which the Commissioner lias propul¬ 
gated in connection therewith. Article 126 of Regula¬ 
tions 33, as stated, provides that if an amount involved 
represents an actual expense or element of cost in the 
production of the income of the year, it will propei% be 
deductible even though not actually disbursed in qash. 
Article 127 of the same regulations expressly recog¬ 
nizes acounting methods adopted by municipal, state 
or Federal authorities, and states that such metliods 
will be recognized if they clearly reflect income. Trea¬ 
sury Decision 2433 was discussed in the Anderson de¬ 
cision of the Supreme Court, supra, as set forth above, 
and was there said to contemplate accruals in the Eco¬ 
nomic and business sense. In fact, all of the fobmal 
regulations adopted by the Commissioner, with thej ap¬ 
proval of the Secretary of the Treasury, are in con¬ 
formity with the theory of our argument. i 

The only other power given to the Commissioner to 
reject a method of accounting adopted is in the erent 
that the method so adopted does not clearly reflect 
income.” This will, perhaps, be the argument of I the 
Commissioner in this case. I 




Whether income is clearly reflected is a matter to be 
considered from two angles. First, it is necessary to 
consider the gross income reported for taxation, and, 
secondly, to consider the cost or expenses attrihutahle 
to the production of that income which should be taken 
as deductions to reduce the gross income to the ‘‘net 
income'^ wliicli is the subject of taxation. In Ander.^on 
V, United States, supra, the Supreme Court stated: 
“The tru(‘ income for the vear 191G could not have 
been (hUennined witliout deducting: from its e:ross in- 
coin(‘ for llu‘ year the total cost and expenses attribut¬ 
able to the }|)roduction of that income during the year.” 
In this statement we iind the answer to this case. We 
hav(‘ shown that in the e(‘ononiic sense it is the use 
of the locomotives and cars of this carrier which pro- 
iluce the income wliich it earns. This same use causes 
the wearing out and exhaustion whicli com})rises the 
depreciation claimed. Such de])reciation is, therefore, 
certaiidy “attributable to the process of earning that 
income <lurinu- the vear.” 

In the usual case wluu'i* a nuu'chant sells liis i^oods 
for a fix(‘d price and ho])es to derive from that })rice 
enough to cover all of his ex])enses and, in addition, a 
profit, it ngiy sometimes be diflicult to determine 
whetlnu- a pai'ticnlar item of (‘xpense is atti*ibutable to 
the s])i‘cific items of income which are reported. In 

this case, however, tlu‘re is no such difhciiltv. The onlv 

• » 

gross income which this taxi>ayer receives is pay¬ 
ments from the twelve railroad companies which use 
its t(‘rminal laciliti(.‘s. 1 nder tin* opt‘rating agreement 
dated Xovember 1,191*2, these twelve companies agreed 


;)/ 


to reimburse it for all the working expenses wHich it 
incurred in furnisliiiii*' them the service ihev deisired. 
As shown l)v the facts found hv the Board beloV, the 
taxpayer, each month, billed companies fot* the 
total amount of its own ex])enses and received Ireim- 
bursement therefor. Included in the working expenses 
so billed for the vears Ihlb and IhlT was the iexact 
amount of depnndation claimed as a deduction pn the 
tax return. Therefore* tin* })aynu‘nts received aild re- 
})orted as gross income 'mcliiflc spvnfic a)noiud\s for 
the express purp<>s(‘ of e(n'ernuj fit is rerp depfecla- 
tioii. It is manifest, therefore, that that portion of the 
gross income was produced hp this rerp Joss aiitj that 
such loss is certainly atti‘ibutable to the ]>rocess of 
earning that ])oi-tIon of the gross income. In fajet, if 

i 

this loss had not occurred and had not l)een accoknted 
for. that portion of the p.ross iucome would never hai'c 
been received. 

We submit that under the Andei'soii decision, supra, 
the real and controlling fact, in determining wlnt^ther 
income is clearly rellected, is wiielher a loss or expense 
is attrihulable to the process of earniiuj ///c qroSs in- 

. I 

ro/;/r which is reflected in the accounts and reported in 

the return, 'file true income of the Ii>eit Kailwav ican- 

* 1 

not ])ossibly lx* det(*nnined by tlie disallowance of I this 
deduction when the o])posite side of the accounj in¬ 
cludes as gross income the accrual of items due from 
the tenant lines expti'ssltf coreri]!p this rerp loss, i We 
dc not beru've that there could be found any better 
example of ‘'expenses attributable to the produdtion 
of * income during the year,’- which theiSu- 


1 
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preme Court stated must l»e iiu'luded as deductions in 
order to determine the true income. (C. S. ?•. Andcr- 
269 U. S. 422: l \ S. r. MlichrU, 271 V. S. 9: and 
Aynericau Satioual ('oiHpanjf r. l\ S., 274 V S. 99). 


6. We Submit that the Government’s Contention that 
This Depreciation is Not Allowable Because This 
Taxpayer Has Not Previously Invested Any Capi¬ 
tal in the Depreciable Assets is Not Tenable for 
the Simple Reason that the Revenue Act Does Not 
Require such a Previous Investment of Capital. 


The C-ommissioner of Internal Keveiiue contends, 
and the Board below held, that the deduction for de¬ 
preciation iS| not t)ermissible because there has been 
no previous investment of ca])ital by the lessee in the 
assets covered by the lease and depreciated on the 
books of the appellant. The Board below, in its ot)in- 
ion, cites as an authority the case which we have pre¬ 
viously referred to, ITr/y/cr r. irr/ss. 17 Fed. (2d) 
6b0. The decision thus citinl held that a less(‘e was not 
entitled to claim depreciation on leased property be¬ 
cause there had been no previous inv(‘stment of capital 
by the lessee. IioW(.‘ver, this decision has betm re¬ 
versed by the Circtiit Court of Ai)i)eals for the Sixth 


Circuit, 27 Fed. (2d) 200. d’he case arose under 
the Bevenue Act of 1918. Section 214 (a) (8) of 
that statute provides that in computing net income 
there shall be allowed as a deduction ‘‘a reasonable 
allowance for the exhaustion, wear and tear of prop¬ 
erty used in the trade or business, including a reason- 
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able allowance for obsolescence/’ which terms! are 
nearly identical with tlie provisions of Section l‘i (a) 
of the Revenue Act of 1916 under which this |case 
arises. The taxpayer therein was the lessee undejr the 
terms of thirteen leases of various ]>roperties for tbrms 
of 99 years, renewable forever, and was obligatcfd to 
replace such properties as were worn out or destroyed 
durine: the leases. I 

The case of the taxpayer thcr(‘ involved was inpt as 
strouii-as the present case in several particulars, hjirst, 
it did not appear wliat accountin <4 method was addpted 
by the taxpayer, nor tliat he ever accrued the | loss 
for dei)reciation on his books. Secondly, itj did 
not appear, as in this case, that the ]>arties theinsblves 
had adopted a consistent i^ohR'y of accountability! and 
recoirnition of the liabilitv therefor as was (‘videliu'ed 
bv ilie niontlilv aeeountiim’ and ]):ivinents l)etweeh the 
lessor and lessee and the lessi'e raid us(‘r com})anies 
as is here ap])ju*ent. hdiirdly, in that case, the taxpayer 
had ne\'('r I'.eeii called n])on to make trood tin* loss nor 
had he ])rovided for it, wlu'reas in this casej, as 
conclusively esiahlislu'd l)y the !indini»-s of the Bcjard, 
“'rin* money so ('ollected from the tenant companies 
to cov(*r such de])r(‘ciation was held by the peti¬ 
tioner for the express ])ur]M)se of meeting’ the pbli- 
gation for tie* replacement of the lease e(juipirient |and, 
from time to time as conditions recpiired, was use4 for 
that ])ur])ose.” | 

T)es])ite these differences, however, the Circuit dpurt 
of A])peais reversed the decision of the District Cpurt, 
stating: | 
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“It is admitted that there is a natural and 
normal loss which continnonslv occurs to a 
huildinir and whicli, despite repairs, will in the 
course of vears exhaust it: and it is also ad- 
mitted that these huildimrs will he entirelv con- 
Slimed in the lessee's husiness at least once and 
perhaps oftener before the leases expii’e. What 
the lessee seeks to do is to take care of this ex¬ 
haustion hv estahlishinii- an account, free from 
income taxes, which shall he sufiicieiit to recon¬ 
struct, th(‘ hiiildiiio's when thev shall have been 
consumed: or, statinii' it otherwise, he desires 
to deduct from the annual rental income for 
each of these hnihliiiii-s that jiart of the build- 
iiiii: wlpcli was consumed or used in earning- this 
rental income. The Ciovernment *s ])osition is 
that this exhaustion should not be allowed be¬ 
cause, although retlected in the les>ee's rents or 
gross income from the building, it does not rep¬ 
resent exhaustion, wear or tear of any capital 
that he has invested in the building. 

“We have examined Duff if r. ('rut ral U. R, 
(V>., 2()8 U. S. and other court decisions cited 
in argument, but do not lind that any of them 
decides the ({Uestion pr<.‘sented. Xer ilo we tind 
from the (lovernment's citations, including the 
regulations issu(*d bv the (Commissioner of In¬ 


ternal Kevenue 
of the Treasurv 


and approved by the Secretary 
, that the rulings in these cases 


were made pursuant to any uniform depart¬ 


mental construction whicli might be said to have 


received legislative sanction by the ])assage of 
subseipient n‘venue acts. Indeed, there is no 
decision of tlie department to which we feel, 
there should be given any considerable weight. 
There are, it is true, expressions in Office Deci- 
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sioii 1014 which mii;-ht be thoug*ht to be appli¬ 
cable, but that ruling must be treated |as the 
department itself treats such rulings,—as 
merely applying to tlie facts then under con¬ 
sideration. I 

“Tlie Revenue Act under which thes^ taxes 
were levied permits tlie taxpayer, in coniputing 
net income, to set aside, lax free, ‘a reasipnable 
allowance for the exhaustion, wear and fear of 
property used in the trade or business, includ¬ 
ing a reasonable allowance for obsolescence.’ 
Comp. St. Sec. 6336 l/8g. The language of this 
provision would seem to ])rescribe but twolrequi- 
sites to the right of a taxpayer to this jallow- 
ance. One is that the property shall hav^ been 
used in the business; and the other thati he is 
the one who must suffer and bear the burden of 


the loss or depreciation. This also seemfe true 
from the further point of view that the pi^rpose 
of the Revenue Act is to tax only gain, and the 
amount thus allowed to be set aside is not|gain, 
but is capital which has gone into gross inpome. 
United States v. Ludley, 274 IJ. S., 295. Whether 
it is the capital of the one who has use^ the 
property in his business or of some one else de¬ 
pends, of course, upon the environal facts. It 
is not necessarily the capital of the holder of the 
legal title, who, as in this case, may be j pro¬ 
tected bv the undertakings of the lessee; nor is 
it the capital of the mere user of the i)rop|3rty, 
who may be under no obligation to make resti¬ 
tution. It is, it seems to us, the capital of the 


one who is responsible for the property-j-the 
owner or the person responsible to the o\imer 
for it—and who also uses and consumes it in 
his business; and that means of course that one 


i 
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may not have the legal title, or may not have 
paid anything for the property, and still have 
the right to this capital deduction, since he may 
have an equitable interest as valuable as the 
property itself, or may be so obligated to the 
holder of the legal title to maintain or restore 
the })roperty that the investment becomes his 
owii.i This is the situation of the lessee in these 
cases. He is resj)onsible for the buildings, must 
keep thorn in the condition in wliicii they were 
when he took the leases, and if they are con¬ 
sumed, as they will ])e in his business, or are 
destroyed or removed, ho must replace them. 
For every practical purpose they are his build¬ 
ings,! and in our opinion they are his ca])ital so 
far as they are consumed in his business. 

“The Government contends that to permit the 
lessee to take this depreciation would be to en¬ 
able him to accumulate a cai)ital investment, tax 
free. This, we think, is a misapprehension, be¬ 
cause if the leases should be surrendered o'r can¬ 
celled when the buildings tirst become ex¬ 
hausted, the depreciation fund would be con¬ 
sumed in restoring them, or if they should be 
surrendered at some later ])eriod, when the 
buildings had once been replaced but had not 
again become exhausted, the accumulation again 
would be recpiired to restore them from their 
partially exhausted condition. There would 
never, tlu‘refore, be an accumulation of ca])ital 
but only ii ivtnrn of capital as it was exhausted. 
If, on the othei* hand, the depreciation should 
not be allowed and the leases should be sur¬ 
rendered or cancelled when the buildings are 
exhausted, the lessee would be recpiired to re- 
})lace the buildings from rentals u])on which he 
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had paid income taxes, the effect of which would 
be to require him to pay taxes upon capital. 
AVe think lie is onlitled to tlie allowance.”! 


This, we believe, is the jiroiier view of the question 
here involved. The court there answers very effec- 
tivelv the ari»*ument of the Commissioner in this lease 

w I 

that there has been no previous invested capital;|first 
by pointing out, what cannot be denied,»that the statute 
itself ])rescrihes hut two reipiisites to the right of the 
taxpayer to a depreciation allowance. One is thaj; the 
property shall have l)ec‘ii used 'ni his trade or business, 
and the other that he is the one who must suffer! and 

I 

bear the burden of the loss. I 

I 

If Congress had intended that a previous investipient 
of capital should be an essential prerequisite td the 
claiming of a de])reciation loss, would it not havejsaid 
that there should be allowed as a deduction ‘‘a |rea¬ 
sonable portion of the amount invested in property 
used in the trade or Inisinessr' The wording wihich 
Congress has used appears to embody a definite iiitent 
to make an alhfU'auce for the real, physical andUiat- 
ural losses suffered as a result of the gradual destruc¬ 
tion of the physical ])roperty itself, and Congress! cer¬ 
tainly intended that that allowance should be takeii by 
the tax})ayer who suffers the loss. 

Surely it was not the intention of Congress that the 
actual depreciation of the properties should be paid 
for out of capital, but if the Commissioner prevails in 

I 

his contention in this case, it is inevitable that it ibust 
be paid out of capital. The lessor in this case receives 
as rental for the properties only the interest on! the 
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money ])orrowed to construct tlie proi)erties. This 
property will all he exhausted by the end of the lease, 
and if the less(‘e does not make i;-ood the depreciation 
to the lessor, then the lessor will have its debts for the 
money borrowed to build the })rop(‘rty and no property, 
and its loss will <*ome out of its capital. On the other 
hand, it is admitted that the lessee is liable to the les¬ 
sor for that loss. If tin* lessee iloes not make provi¬ 
sion out of its iucouf<‘ foi- the loss which has actually 
been suffered, it in turn must make i^-ood that loss at 
some future time out of its own cai)ital. The money 
must comeifrom some source to make good this loss, 
and we submit that it was the intent of Congress that 
it should be provided for by allowances out of income 
and not out of capital. 

We contend, th(*ref()ri‘, that since the Board below 
relied on the decision of the District Court in that case, 
and since that (l(‘cision has since* been reversed, that 
the decision of the* Board ln‘rein should also be over- 
I'uled; and in coneluding, there* is one* thought which we 
wish te) e*m])hasize in connectie)n with the argument 
tliat there has been ne) ])revie)us investment of capital 
])y the lessee. The sim])lest anel most elirect answer 
to that argument is the simple statement that the 
statute dors )iof rniuirr such a })rrr}ous i}ir('>:t)urnf 
of capital. The* statute e)nly reeiuires that it shall 

be a loss. Losses are suffereel ne)t e)nlv ])v the 

• • 

dee^rease in the value of assets owmed. It is jiist as 
much a loss if* hare a liahilitp increase as if is to hat'c 
an asset decrease, and that is the situation in this case. 
The actual physical loss resulting from depreciation 
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ha,s occurred and /.s not denied. That loss fall's upon 
this taxpayer because its liability to make good that 
loss is steadily mounting with the occurrence :of the 
physical loss itself. 

7. The Board Below Totally Failed to Consid;er the 
Error Assigned by the Appellant that, in the 
Event that the Depreciation Loss is not Deducti¬ 
ble, then the Amounts Received from the Twelve 
Tenant Lines to Cover that Loss do not Consti- 

I 

tute Taxable Income. i 

i 

As we have previously set fortli, tlie appelhiint in 
this case each year accrued the depreciation lo.^s, in- 

I 

eluded tlie same in its working expenses and billed it 
against the twelve tenant lines. Those twelve; com- 
])anies, in turn, paid to the ai)pellant an amountj sufli- 
cient to cover all of its working ex])enses including the 
depreciation loss thus accounted for, which re(ieipts 

i 

were included in gross income. AVe think it impo|rtant 
that the other side of the (piestion be considered. 

If we are to ignore the acts of the parties oyer a 
long period of years, in considering this liability! as a 

i 

currently accruing one, and if we are to ignore th|e ac¬ 
counting method adopted by tliis taxpayer and jliold 
that the Belt Company should not take this deducition, 
what effect does that have upon the accrual of tlib in¬ 
come which was charged the twelve tenant lines!' 

It is manifest that tlie operating agreement which the 
company had with these twelve lines obligated those 

bh i 


i 

I 

i 

I 


I 




66 


companies to pay to tlie appellant only its aclua! ex¬ 
penses (R. 36, 37). It follows that if the a])pellant did 
not suffer an actual loss or did not Incur an actual iia- 

I 

bility, then the twelve tenant lines weiv under no obli¬ 
gation whatever to pay for that loss or liability. If the 
appellant in this case did not suffer tlie loss and did not 
incur the liability for this (let)reciation, tluni it should 
never have collected from the twelve tenant lines as in¬ 
come any amount for that pur})osi‘ and, having done so, 

those amounts are merelv mom'v had and received 

• • 

I 

whicli should not have been r(‘c(‘iv(‘d, The findings of 
fact bv the Board conclusixahv show that: “'fhe monev 
so collected from the tcmant companies to cover such 
depreciation was held by the piditioner f(u* the express 
purpose of meeting the obligation for the replacement 
of the leased e(tuipment and, from time to time as con¬ 
ditions re(iuired, was used for that jnirpose.’’ If this 
depreciation loss was not an actual one and if the liabil¬ 
ity therefor had not accrued or been incurred by the ap¬ 
pellant, then we submit that the amounts which it re¬ 
ceived from the twelve tenant companies were merely 
advances to meet future caiiital obligations and should 
not be included in gross taxable income. 

The accoui^ting situation here jiresented is similar 
to the accounting for the interest obligation of the Belt 
Railway to the Indiana Comt)any. A part of the rental 
paid under the lease by the Belt Railway for the use 
and operation of the property is interest at 4 per cent 
on $14,000,000.00. This interest is accrued by the Belt 
Railway as a rental deduction. It is also collected by 
the Belt Railway from the tenant lines and treated as 
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joint facility rent income. The funds so provided! meet 
the obligation of the Belt Railway to the Indiana |Com- 
pany. The Commissioner has recognized this as 
proper accounting, because he considers the reiit de¬ 
duction a currently accrued expense in providing the 
income with which to meet the interest on the bonds 
of the Indiana Company. By analog}^ the depreciation 
charge, claimed as a deduction by the Belt Raijlway, 
is treated as income when collected from the tenant 
lines and provides a fund to meet the obligation of the 
Belt Railway to the Indiana Company for replaceknent 
of equipment that is currently losing its value in oper¬ 
ation. The only distinction is that the depreciation 
collected may be considered a return of capital! and 
not income. The Belt Railway cannot make a j^rofit 
out of a loss. 

R. KEMP SLAUGHTER, | 
HUGH C. BICKFORD, | 
Attorneys for the Appellafit. 
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ARGUMENT. 

I. 

A <'oiisi(I(‘i’alion of tin* filed liereiii 

<lis<*Ios(‘s tin* ini]»t*raliv(* m*i‘(l ot‘ ivstatinir the true 
issn<* In'osoiil(*(I in tliis easi*. 

Tin* «jiu*sli<)n j)r(*s(*nl(*(l is in»t a nn‘re elaiin by a 
b*ss(*e of I |>ro|)(*rly for **(*sliinal(*d (h*])r(‘eiat ion" to 
(•ov»*r a loss wliirli in*V(*r will lx* incurred bv such 
h*ss(*(* as was tin* cast* in tin* d(*cision of tin* Supreme 
('oniM in \V(*iss v. Wiciici-, a co]>y of which was tiled by 
counsel for tin* app(*llc(* and i'eli(*d Ujion by him. 

X(*itln*r is it a nicix* claim for a deduction for actuallv 

• 

sustained depreciation. Tin* <pn‘stion pr(*s(*nted is the 
d(*t(*rinination of tin* pi'oper y/c/ inc<mu* of the appel¬ 
lant f(n- tin* ta.xabh* veai's under i'(*view ainl in such a 
(h*t<‘i‘iniiiation it is not (*non;rh to look soh*ly to the 
d(*dnctlons or solelv to tin* items of er(>ss iiK'ome. It is 
nec(*ssary t<> consi(h*i’ Itnfh tin* eross incoim* and the 
<h*<lnctions and to aj>]>ly them a.uainst each otln*!* to 
ari*i\'(*at t In* j>rop(*r//c/ income, which ;/r/ incoiiu* alone 
is tin* nn*asnr»* of tin* inconn* tax(*s ln*n* in controversy. 
'That this is tin* trin* (jnestion ln*i'(* ])resent(*d is mani¬ 
fest from a consideration of tin* facts as they appear 
in tin* record and which pi‘(*S(*nt, in this case, an un¬ 
usually cl(*ar picture of an item of eross income ex¬ 
act Iv ot‘fs(‘t bv an it(*m of (h*dnction whi(*h foffcfJter 
• • • 

jirodiicc* tilt* iirf iin-onn* which is subject to the tax. 

'Tin* licit Ivailway (’ompany of (’hicai^o is what is 
termed, in railroad i)arlance, a “joint terminal fa- 
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oility." As such it is a more (‘orporate sliell \yliich 
acts as the aiixait for tlu‘ t\V(‘Ivc railroad com]^anies 
which own its capital stock in (Mpial ])roportions.! Its 
entire corpoi-ate (‘xistenc(.‘ and operations are jcoii' 
trolh‘tl l)v the tinans of two contrac'ts which werej? en- 
ter(*d into on XovciiiIkm* 1, llMl!. The first is referred 

to in tin* i*(‘cord as the “I^(‘as(* Aur(‘einent/' I’iider 

I. 

the terms of this ai^reeiinnit tin* l>elt Company aciiUired 
the riiiiit to ns(‘ tin* teimiinal properties which itj op' 
erati*s, title to which, in most instances, is lu*ld hy the 
lessor, the (’hicaiio and \V(.‘sti‘rn Indiana Railroad 

j 

(’ompany. The s(“cond a.ureeiiuml, nnuh* simnltlane- 
onslv ther(‘wilh, is i'(‘fei*r(‘d to in tlu‘ r(‘cord as! the 
“()pc‘ratinin-A_nre(‘m(*nt.‘' 'I'liis cont ract is l)(‘t wihmi the 
]H*lt Company and tin* twelve* tenant companies w|hich 
own its capital stock in eeiial proportion. Cnder|this 
aij:r(‘(‘nu*nt the* twelve* companie*s we*i*e trrante*d “ejpial 
ri.u-ht " te) use aiiel e*nje)y, for pnrposc*s e)f freight tridlic, 
all the ])re)pe‘rti(.*s which hael he*e*n le*as(*d to the IIU‘lt 
(k)mpany hy the* (’hica.^e) anel \Veste*rn Ineliaiia Rail¬ 
road C'ompany. 'fhe*se* twe) contracts are the yery 
life l)le)e)el e)f the* I>e*lt Ce)mpany. \Vithe)ul th(‘i|i it 
would have* ne) pre)pe*i1 ie*s anel ne) l)nsiiu*ss e)perati|ons. 
It is aste)nnelini 4 ’, Ihe*re*fe)i’e*, that the* appe*lk*e.‘ should 
refer to one e)f sne-h e*e)nlrae'ts as a “private contjrae't 
in which the* Commissione*r is in nee wise* e*e)ne*e*rne|*el.” 

I 

If it we*re* not foi’ such e*ontracts lhe*re wonld be| no 

i 

hnsiness ot)ei‘atie)ns te) pre)elne'e* any ine‘e)me‘. | 

A ce)nsiele*i’al ie)n e)f t he*se* vital e'ont racts elise*le)se‘s that 

j 

the purpe)se of the parties was ne)t to cre*ate a pr|)fil- 
inakint*' enterprise hut merely to create an agent to ^'ur- 


i 

i 

! 

I 

I 

I 
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nisli s(*i’vi<*i‘ to tlM‘nis(*lv(*s at cost. M'lius, tlio lease 
a.i;rooin(‘iiii provides that tla* Hell Coiiipaiiy shall pay 
to lli<* lessor t’oi- the use of till* ] )i'op(‘i*t ies ail amount 
epuivaleiii to four per eeiitiini of tin* valuation ])la(*ed 
on the propei'lies as of May 11. liUl, and, in addition 
llnu’eto, an amount fn I hr tufrrrsf nn fln‘ 1/nnfJs 

which tin* les>or lia<l i>sin‘d ])rior to the dat(‘ of the 
leasi‘ and which the lessor would tlu‘r(*aft(‘r issue to 
in'fj/f/i'r fhr /n'oitrifn’s li'hirh hrranN' SHhjrrf hi the 
Irasr. 'Idle low rale of inl»‘rest (Ui tin* valuation speaks 
f<u* itself. .\s \() llie interest payments, it is (‘vidiuit 
that the h‘s>oi\ in tnim, wonld have to pay such inti*r(‘St 
to ihe jnii’chasers of il> honds. so tin* rental payments 
Were nothjim' more than the men* cost to tin* lessor of 
carrying’ the honds with which the pi'operties were 
hiiill. 'riins, the >o-«'alle<l rental payments did not even 
prox'ide for the retirement <>1’ the honds nor the wasting* 
away <h‘ t he propert i(‘s. 

'rhi> purpose meiM'ly to render S(‘rvic(‘ and not to 
make a profit is even more evident in th(‘ “()peratiu.u’ 
A^reeiuimt.** I ’lider tliis agreement the !>elt (’oni- 
pany was to operate* the properties for the heinhit of 
thi‘ iwt'lve tenant lines whicli owiumI its capital stock. 
The tenant lines wtUH* not to j»ay freiiiht chai'ii'i's for 
this service nor W(‘re they to pay desii;‘nated rentals. 
Th(‘v mendy a.iii'etMl to pay to tin* B(*lt (’ompaiiy ])ro- 
portionati* shares of th(‘ “workiiru’ (‘xpeiises" of the 
Ih‘lt i’ompany and all i^'iitals which it was required to 
pay to tin* h‘ssor. d'he tindiiiii' of the Board is clear 
in this rt‘spect: 



])ro|)ei1 i<.‘s of llio ])ol itioiuo* liavo boon 
oporal( hI un(](‘r llu* foroii’oiiiii’ K^aso aiul o])orat- 
inii' a”T(H*nu‘iil in tlio followiim- manner. !/Plie 
leiianl e()ni])anies ran llieir li’ains ninler jlieir 
own ])ower directly to the (‘leaI'in.u' yard. l/riu‘ 
petitioner opei'ated the ('learinu' yai'd and Itook 
over the ti’ains at that point and eondnet(‘(l the 
ti'ansfe]* of ears iK'tween non-owiun’ and o\vn(‘r 
lines and in<lnsti‘ies locatt'd alon,u’ the j)(*ti- 
tioner's tracks. Tin* p(*tilioin‘r tlnni eo!!i))lj(‘te(l 
the lianl fi'oni tin* cl./ai'inii' yard to .inneltion 
point with th(‘ owinn* and noii-owmn* lines |and 
with indnsti-i(‘s hx'atc'd on it< tracks. The peti¬ 
tioner's ])i‘o])erties wco’i* divi<led into ‘wlpH*!- 
a;n'(‘ s(*ctions' a.ii’ainst which were char.i 4 'ed i tlu* 
expense's att I'ihntahic to each s(*etion. <)l|h(‘r 
(‘Xpeiises which wei*e connnon to the eiitii'e ijoad 
wei'(* allo(‘ated to th(* \'arions aelix’e se<‘tion.'f on 
the basis of the valnatnm placed on (*ach si'cjion 
by the pai*ties to th(‘ ;iii‘i‘e(‘nienl. In addition 
the entire anionnt of i-mitals under tin* lease pud 
amounts siinieiiml to i)ay divi<lend> on the pi'ti- 
tioner's stock, at tin* rale of <» pei- (‘(‘iil (.'^li?-,- 
SOO). wei‘(* charj^'t'il to all sections on tin* basi.j; of 
tin* valuation plac(*d on such s(*clion<. r>y tlliis 
process (/// fhr ('.I'/ff n! crenf mti nre, \ ni- 

fluflniff (i! nth' H(1 << III flir I’llfr nj i! /iri' ci'i/l /ricrc 
(’Jiarf)rfl In fhr i'(lf'i*nis n'h rr! a ijr sri ■I in us. fhr 

* * I 

total ailiifinits so rhai'f/ril In fhr irhrrlatjr Scr- 
floiis, h'ss fhr farif/s (UhI iiirj/Iriifal t'rr(‘ii(ir \rc- 
rrtrril froai nthrr soHi'i'rs, irri'r thru (tlloraf^i'il 
hrtireru fhr firrJrr truant rnuifiamrs mt f^hr 
basis of fh(' Hsr lua/lr nf fhr pmiinfirs ilnriaff 
rarh uiaafh. The aiiiniiufs so all nr afril tfrrr 
hilh'fJ fn fhr fruaiif rnru udairs au/l irri'r /jaid Inf 



(i 


fji(' net rIf ret l>rtiiif f!/(il <i!l flu’ r.rpcusrs 
of the jirt ft Httirr hn' r.rrrjtf fin' u(- 

Clflf'nfdl fipr/'dl/nifS Inf it n j/-n/r 1 /n' ////<’>, /('I'l'f 
j/tlitl htf till- fi'iidiif rn III jid///cs, Well llu‘ 

ainoinil of .'rl7*J.Si)() \vii!i which to pay <livi(h*ii<ls 
<>l h pel' CClll nil it> capital >lnck. .!.< ihr I'rsilh 
nf IIk’si' njn t'dfd>iis fin l>nn/,'s nf I hr jirf li tnurr 
irrrr lidJdlirril rdrii iinir didl dhf'difs I'l llrrfn/ a 
t < > td\ in’f iiirniiir nf Si:- d'hirh H'ds iifijirn- 

Jll'ldtril d.'^ d il l l'lili‘l>(l In fill- jH‘f if iniiri' >• ,-^fni-l,'- 
It t t hlri S III jlin jin I'l lull fn flit f I' S f ni ‘ I,' It n I ' I / 11 d . 


’^riiiis, the licit ('niiipaiiy rcii(lcrc(i >crvi<'c tn tla* 
tenant liiic^ and it'hdfi ri r if> i-.i'ir i/.^rs irrrt- tlicv were 
hilled a.ii’ainst the teiinnt lines. There can !»(> no deiiy- 
inii', t herel that hrfni'r Ifir Ilrff (’n III I Id II If tnillil 

lidi'r diiif di'ti.^s III I'l > III r, i! Ili',<l lidd fn lid/'r d u r r jii’ iisr 
nr f!I’dHi'finn to hill ay;dn>t the tenant lines. .1 /irit/ri, 
ir the licit (’nnipan>’ did imt li.ave an drfnii! eXjxMisi* or 
lo'S it could ha\'e no riuht in cnllect yrn^s ilicnnie. he- 
caus(‘, ni>vinnsly, it did imt ha\’i* the rin’iit tn '’pad*' its 
caXptni'^eS with tictitinll" e\j>en''C'» in order tn cnllect 
t'l'oin tile tiMiant lines. 

d luM’e is.nn need tn i^’n into h'lm'thy disciis^inn nt* 
th(‘ tei'ins nf tln'se cnnti’aet'- tn deterinim* the liahili- 
ties nf the pni1n‘S ill re-'pect nf the itcMllS ilel’e ill dis¬ 
pute. W’e (iin>te<l in the nriidnal in'ief a >tatt*nn‘nt 
i roni the eaS(‘ nf ( 'hu ddn d‘ (ii't’df II rsfrrit f 'n. rs, 
A nr fhi-ni Idli’ifir licdi'tidtl ( ’t>m (Id uj!. Hd I’^ed. S.)!h in 
whi(di the court cnn>ith‘red a ?'ailrnad nperatiim" au'ix’e- 
nuMit Very >iinilnr tn the pres-nit nin*. ddiert* tin* court 
coiisi(h*red wln*ther one of tin* raili'oads wa> liahh* i*or 



certain ex|)(‘iises of operations, not c‘Xpi‘(‘ssly ijuni- 
tioiKMl Ill ilu* coiilract, aii<l stall'd: ! 


Its ()l)lii»-ation 


was i ad- 


initt(*d cvorv nionlli in tin' voar I’oi* 10 voari l)V 

• • • I • 

tli(‘ payment, without pnticst or nuostion land 

with full knowl(*de\‘ of all tin* facts, of |tlK‘ 

inontiilv hills for its <hai’(‘ of tin* ('Xpi'iiscs. I It 
• * . 1 . . . ! 

IS a canon in tli(‘ interpretation ol conti'acts 

that till' practice of llu' parties under them ijnay 

fni'iiish a solid basis on whii'h their constjaic- 

tion may i*(*st. ‘'rell me.' >ays Lord Snd.:Li-mi, 

‘wlial yon have doin' ninh'r a (h'l'd, and I )vill 

tell you what that di'eil meaii'.' 'This n'ln^irk 

ot tin* l..ord ('hanci'llor has come to lu* ai'ci'jijtc'd 

as a maxim in tin* constructions of contractis." 

So. in tin* pn'sc'iit casi', all of tin' parlii'" recoi 4 ’ni/.ed 

this cni'iH'iitlv iiici'i'asiim' liahditv for (*xhanstion, wi‘ar 

ainl t(*ar (*\a*rv month in each vear from LM‘J, iac- 

• • 

[ 

counted foi* it, and made )'a\ inenls h(‘twe('n themseli'es 

... ! 

upon tin* basis therc'of, “t he I'ffect beim:-.** as tin' 1 biijird 
tinds, ‘Mhat the tenant companii'S paid to the jnj'ti- 
tioiiei’ an amount .^nf*lici(*nt to co\cr the (h'preciation 
tak(*n on the h‘as(*d e<|iiipment. and that ///c 

front flits soKi'ft' ('.I'dcffii nfjscf the (I I’ ftrt'ftii f Hi It ftil’it'ii. 
The money so collecli'd from tin' tenant conipanic*s| to 
covei’ such (h'preciation was lu'ld by tin* petitioner Hor 
the f'.r/trt'ss jtKrjtosr nl iiiorfiufj fjir ohi it/df to it for f\lt(' 
re i)ld<’t‘tiifnt of fhr h'dstol ctin t pnit’iif dittl, front ft nit'll o 
finit' ds fi/ntl If ions rntf ni red, trds nscil for fhdf /ti\r~ 
post'" ( Ii. 40). For examph', in tin' ('ase of int(‘r(fst 
payments made* to the h"'<or. tin* a))j)('llanl took injto 
its i^i’oss income tin* inter(*st paid to it bv the tweL’e 


! 



tenant c-nnipanii's an<l (I(*(ln(*t«*<l Ti'eni its iiu'onie 

tin* (•(HTesjK)n(Iin.u’ ainoiinl \vlii»-li ii paid to the lessor, 
d'he (Mitries alwavs halaiieed each otln‘r with no tax- 
al)h‘ m'f inieoira*. So also with the so-called d(‘]H‘eeia- 
tion. It always iiielnded in its ua-oss ineona* tin* 
amount received from the tenant iine> for )>ayinent to 
the le>sor foi- this pnrpo-(‘ and d(Mincte«l the same 
amount a> the liability t<» th.e hv'soi- >o that, a^ tin* 
I>oar<l linds. “ ‘ the income from this simix-e 

exactly otts(*t tin* dejn'eciaiion taken,'* 

"riills, tin* •jne.'~tion presented coilcei'll'' not only the 
sinirh* it<‘m of dediiction. nor does it e<ni<'ern a sepa¬ 
rated, sinifh* item ot u:,'i'os> ineoiiie. It conc(*rns the 
determination of//< / incnme hy a coii'id«*ration of both 
inseparably a> they ai’e in fact inse}»arabh‘. 

d'hi- i" bi'.-i shown by a sinphe illii>t rat ion. Sup¬ 
pose we take an item of woik epuipnieiii which was 
ac(jnir(*d <lnriti.u' l)ecember. l!Mb, at a co>t of ^l.noo 
and which has a maximum life of two years, h'lie 
lessoi- would issue a bond of to pay foi- ilu* unit 

of (M|uipnieut which would t!:eu bceoiue a pai't ot' the 
lea>ed epuipmmit. .\s rental therefor, the appihlant 
wouhl ))ay to tin* losoi* the /nfrrr.sf (lit fhc h>>it(l which 
tin* lessoi* had issu(‘d. 'Pin* unit is u^etl iu operations 
for the beiietit of tile twihve tenant rnn*s du!*iuii‘ llMli 
and lin” and wt*ars out am! is n*tired in I'eeember, 
linr. I n<h‘i* tin* a.Lfrt*(*me’iy tlu* h*s>ee would thou 
have to sp(‘nd ?sl.b()l) to i*(*f>lac(' it with a new unit whieh 
would b(‘ owin*d by tin* h’ssor. Ap])»*llanl would eon- 
timu‘ to pay as i*t*ntal thi*refor tlu* interest on tlu* bond 
of the lessor, and would c'ontiniu* to use the in*w unit 





ill {)la(H‘ of ilu' old. Tudor Tio a|)]>ellaiit's iiiothpd of 

I 

accountiiiii' the unit would 1>(‘ accouutiMl for as foljows; 


line, 

i:»i7 


Tot.Ml 


( 'eilh'Clcd 

l'xi*(*iis(* for 

i 

f mm 

(*xh:ius- 

1 

1 

tmmiit lim*> 

; tion. \V(‘:tr 


to <•( tVef 

.Mint lo.Mf 

i 

1 


of oqllip- 

1 

i 

::foss 

nu'iit — 

Noli prolit 

iiu-oiin*. 

<n*(ln<‘t ion. 

o^* loss. 

.Sot M 1 

.*>:,■■>( Mt 

N'loin*. 

It \ 

." (M» 

Njotn*. 

S 1.«I< M » 

S1.(11 M ) 

Niom*. 


It is (‘vidiuit that this is a ch‘ai’ r(*li(*ctiou of iiicioiiie, 
for there has hetui no net iiK'ouK*, nor has tliere jbeeii 
any m*t loss arisiiiLC from the* transaction, a-.nJ tl(is /,s 
the ('lj(‘ef of tJx' entries lelticli hare hern nwffe oh the 
ai>jietiant's fjooirs. However, th(‘ (lovcn'iiiiUMit coiilbiids 
that this tnu* r(‘f](‘<*tion should In* distort(‘d and tljat a 
fictitious net (ii'o/it should lu* r(*f]e(‘ted in the first |\'(‘ar 
and a net loss he recou-iii/anl in tin* second year, t|ins: 




( i !’(>SS 





inooino 


1 


1 n'dno- 

oolli'ctod 


1 

1 


I ion .M i- 

nnilor 


1 

1 


lowntilo. 

oontr.Mot. 


Net. i 

j 

inn; . 

. Nono 

.S."111 > 

Not 

1 

Inooinol. $."»<•< 1 

iniT . 

. S 1.1 H M » 

.-|( 111 

Not 

I,OSS. 1 s. »n(i 

1 

'r.n.Mi . 

. S 1.( M M 1 

.Si .(Mill 


! 

Nolle. 
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It will In* noted that tin* final resnlt for the two vi‘ars 

• I 

is tin* satin*—no profit, no loss. 'Pin* dilT(‘rence is that 
the ('ominissioner contends that tin* income for I the 
first v(*ar should he* distort(*d so as to show a taxable 

• I 

])rofit wher(‘, in fact, there was none* and never wil| he. 

Xo om* has disputed the fact that loss by waV of 
wear and tear which cannot be arrested by maifite- 


1 
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nance and repair d<)(*s occur in lie* opin’ation of eqni})- 
incnt. 'file I'ci'ord in lhi> j)i-oc(*(*din,ii' sli(>\vs the life 
of this (Mjuipniciit to Ik* from *J1 to .*'>0 years, well 
within the period of tin* r)l)-y(*ar h‘ase. It was for 
this ren>on that all tin* parties pi'ovided for i-nrnmT 
accrual of the lo>s. If the loss were* not rccoiiiiized 
hy all the parties to the contracts, the inclusion of 
tin* so-called depreciation in the “Workini^ (‘Xpemses*’ 
of the !)(*it h’ailway would n<a have* heim p(*rinitt(‘d 
hv the |)ai-ties. (’ertainlv. eont I'ac't iial ohliimtions can 
he ina(h‘ which will estahlish liahility for impairment 
of capital. .\ mean> to this end had to he j^rovided 

in tin* a<*coimtiim- of the I'elt Wailwav svstem. 'fln^ 

• » 

acconntini:: r<‘Linlations ot‘ the Interstati* (’omiinn’cc' 
(’(»mmi>sion are mainlatory. 'The Indt l?ailway fol¬ 
lowed the sjtecilic j-eunlations of the ('oinmission in 
acconntiim- f(»r tin* liahility of the tw(‘lve tenant com- 
paid(‘s—tl|(‘ ns(‘r companies—which was currently 
transferi-(>d to the Ih-lt h’ailway hy providinir funds 
^tor the e.Xpl'o-. purpose <>f nieetilli:" the ohliii'ation 
t'or tin* roplacfineni "1‘ tin* lea>ed (‘<jnipnn‘nt. which 
thinds “wi*!-!* from tinn* to time n>ed t’or that pnrposi*'* 
(hh 4i>). .\ccordi iiltIv wc >nhmit that throiiyh tin* ac¬ 
count inn- pi’ocediire hy which the tenant lines cnrri'iitly 
provide for thi> rec<»unl/,ed current liahility, them* is 

no taxable uain. 'fin* collection hv tin* Px'lt Khtilwav 

• • 

for tin* impairment to the e«piipinent otVset> the im- 
pairnu'iit itself foi- which a charirc is made*, 'fhe 
('ommissi<iner cannot make a prolit for the imposi¬ 
tion of a tax when, a^ a mattei' of fa<-t. tln*r(‘ is no 
prolit in the tran>action, foi- the r(*al issue ])resented 
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to this court is whether net income has been reflected 
by tju* ncconiitini;’ whicli has l^eeii adopted. It is njani- 
t’est that the acc'ounti 11^- nu'lhods meets this test,| for 
such aeeonnt inir i'ell(‘c*ls ii(‘ilh(‘r a proflt nor a lloss 
and that ]'(‘snlt is in coiifoi-mitv with the true facts. 

• I 

W(* submit, 1 h(‘iH‘f()!-(‘, that the metliod of acconn|tini;- 
])rc‘S('i‘ib(*(l l>y tin* lntt*rsta 1 e ('oninun'ce (\)mmis|sion 
and consistently used by tin* apja'llant should bej ap¬ 
proved. i 

II. I 


nil pa.u'os 11 and 111 of bri(‘f Tor a])p(‘lh‘e, conjnsel 
I'cd’crs lo the casi* of I'lntcd Sfdirs rs. Luflcif, *J74- ij . S. 

i 

whci'eiii the Snpi-onu* ('oui1 stated that the* tlp*oi‘y 
nndci-lyinii' the allowance for depriM-iation is, that by 
nsiiiii' np the plant, a yn’adiial sah* is nnuh* of it. ('|nin- 
sel th(*ii says, “Appellant is not inakiny^ a ,u'ra(|lual 
sale of its plant tliron^ub <h‘pr(‘('iation but is, tojtlie 
conti'ai'N’, attoinptin,u' to hnild up a tax fr(‘e reserve 
with which it may. if coiitinu'oiu'ies prov(‘ the luJces- 
sity thoi'cfor, buy. not s(*ll, a lU'w plant. It is accu|mn- 
latinu' a capital ass(jt without ex})(‘ns(‘ to it where* ijone 
<‘xi>t(*d befoi'o." I 

It is true that appollant is pa\'in,n‘ for the* i-ajiital 
asset, blit what cotin>(‘l ox’orlooks is the fact that // 
iici'i r (icfiifirrs (m/ifhiiif}. It is not “ac'cnmnlatinjix a 

capital asset ' ^ where* none* e*xiste*el be*fore/' 

for the >iniph* r(*asoii that it ucrer /rill aeepiire* !the* 
Hss<*t. ’rile* ne*w ass<*t is aee*uinnlateel for anel ae<iulre*el 

I ^ 

/y// ///e Icssnr, not till* lessee*. This outn'O with nothing 
coming in is the* loss or e*xpe‘nse whie-h is ee)Verec^ by 

i 

the accountiim- he*re invo!ve*el. j 


I 

I 
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(*oiiiis(.*l jilso stales (pairi* l.‘>) that the lease specific¬ 
ally provided that there sliould he no liahility to ap- 
])ellant for •* reasonahU* us(‘ and wear and teai*." "Plu' 
loss li(‘re involved is ((mscfi hv W(‘ar and tear, hut 
tin* <h*dn«*lion which is claimed is fhr sfcdflilff titmtul- 
inff Hdh/l/f// fn rr[>Jdci- fin- />rn/fcrft('s , all of which in- 
evitahly must he replaced before the termination of 
the lease, 'riins, the I>(>ai‘d tinds as a fact that the 
ma.ximnm life of tin* properties is from 2S to .‘lO years. 
d'hi‘ h‘as(* is foi* oO years, and so all of tin* properties 
must h(‘ rvplac»‘d before the least* is t(.*rmiuat(*d. When 
counsel d(*als with the ])ossihility of the h*asi* t(*rmi- 
natinii- ht*fort* that tinu* In* is (h*alini 4 ' with eontin- 
.irt*ncit*s which he >n emphatically eond(*mns. But 
(*ven if the lease did Ici-minatt* prior to tin* t*.\jhration 
of the term, wt* >nhmit that tin* liahility would still 
(*xi>t. .\> poiiiird onl, all the parties havt* eonsist- 

(*ntlv and cnrrt*ntlv i-ecouni/.t*d tin* liahilitv. Each 
mtnitli tin*y havt* account(*d for it. havt* sent (*ach 

otln*i- statements witti tin* liahilitv included therein, 

1 • 

and hav(‘ ma<h‘ payments haM*d tln*r(*on. As tin* 
l><»ard ('oncln>ively tind>. tin* t(*nant line> have, each 
nnnitli. paid amonnl> to tin* app(*llant sull[ici(*nt to 
cov(*r tills liability and the appellant has held the 
m(nn*y so eolh*<'t(*d for tin* t*.\press ))urpose of meet- 
in.ii* the ohliii-ation foi* the re]>laci*nn*nt of the leased 
(*(inipm(*nt, and. from time to time as conditions re- 
<piiri*d, has usi*d it foi- that purpose (H. 40.) With 
such a unaulmous. undisputed construction placed on 
tin* contrac'ts by tin* parties thems(*lves over a ])eriod 
of vears, we do not believe there is a Federal C’ourt 


I 


in tlio iaiul which would fail to irivc jiuli^mcnt tp the 

lessor for the liahilitv. i 

i 

I)iit in this case tin* (|iu*stion is not liniit(*(l tp tlu' 

j 

(l(‘(lnction. It iiu'huh's also tlu‘ amount which hasiheen 
colh‘ct(‘(l from th(.‘ tenant lines with which to ])a\1 this 
liability. In ultimatt* (‘ITimu tlu‘ d(‘|)r(‘(Mation rpally 
falls on tlu‘ tw(‘lv(‘ tiuiant liiu‘s for whose' hc'iu'tii the 

I 

t(‘rmlnal facilitic's arc' ojx'i'ated. d'lii'y say to thp ap- 
])ellant. “We' re*e*e'ive' the* he'iie'lit of this de])re‘cia'|tion, 
or wc'ai* and t(‘ai\ so we* ])ay to you an aniountj ex- 
])ressly to e*ov(‘i' your liability tlu're'for.** All thet a])- 
pe'llaiit doe's is to aeU as an aiic'iit and pass the* m^)ne*y 
alon.ii* to the* h'ssor “from time* to lime* as e-onelif|ious 
I'e'cjuii'e'd.*’ Doe'S tin* iiK'i’e* fact that it holds tjlie'se* 
funds for a whih* ])roduc(‘ a profit 'Thus, supjxjse* 
John Doe* has Ix'e'onie ac'commodatie)n niake'i’ on a Iwo- 
veai* note* t‘oi‘ liichaiMl Doe*. Iiichai'd Roe* is ii-pini*; 

' I 

ahroael for se'Ve'i'al ye'ars and e'X))e‘cts to he* away \\jhe*n 
the* note* come's due*. lie* ])avs to .John Doe* the* meiue'v 

I 

for this pur])e)se* le) he* he'lel by I)e)e' until the* matujrity 

eef the* note* uild lhe*n paiel lhe*re‘oil. Doe’S Doe* de*i*i\’e' 

... ! 

a profit from the* re*e'e‘ipt ed’ this me>ne*y ine*re*ly he*(*ause* 

he* he)lels it ellirili.u' the* inle*i‘iin he*twe*e*li the* i'e*e'e*ipt hliel 
the* elate* of pavment ! i 

i 


('e)Uii.'^e*l fu r1 lie*!’ e'oiil e’lieis that 1 o a I low 1 his e le'elue'tjioii 
“fe)i ele*pre’e'ial ieui *' will he* e*e)utrai‘y to the* ce)nsistje*ut 

i 

))rae*tle‘e* e)f the* 'rre*asui\v De*pai*lme*ul. We* re*hul thut 
e'ontention with the* state*me*nt that to i’e*vise* the* e'bu- 
sisteiit ace-ountin:n‘ prae-iie-e* of this railroael will have |he 


I 
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(»} '*(•111ni;'1 li(‘cnl jd’ac!ice of tIn* In- 
lrr>ia!c ('oiiinici’cc (and of c\aTv oilici’ rail- 
road coni])aii>' in a >iniilar |io>iiion in iln* I’nitcd States, 
t’onn.'cl aiiroitly >talc> ihat tin* lnter>tale (’(nnnn‘r<'«‘ 
('oniinls>ion }ia> al>i> adopted i nsf “a> tin* proper l*asis 
inj- drpi'cciat ion o| {‘ailroad, c(jnipnicn1 *’ ( paye 1(’» ol* 
A ppcl Ice ’> i >ricl. n t* con r>c, ! hi < i> true /// cdsrs H'hr rr 
sm-Ji f o>/ IS <1 j/j)l.cuhl< , a' wlicrc a railroad i> takin.u' 
depreciation on it'- c/r// eiinipniciil. d'liat i> not the 
«'a>i' here. I !n* deduct nni liei'e concerne(l i> the loss 
incnrre<i a> a ronlt of a >ieadil>’ inonntinn’ and accrii- 
iiii:’ liahility w hich i^ ,jn>t a> nnicii a loss a> a diniini>h- 
in*^- a'-^et. In tliis connection, app<‘llant's a>>iLi'n- 

nienl> of'el'for Xo^. •>. .. and !•> (1;, r).s-r)!i) point ont 
that the itoard eri'<'d in raillim' to !ind as a fact that 
the appellant i> >nhjci-t to the aceonntiim' orders of 
the Inter'-tale ('onniierce (’oinTni>sion (which niiiilit 
Well he judicially noted) and that it had h(*en 
''peel Itca! ly tlifeeted to keep it> acconnt> in this 
niai'in*!'. < oiin.'ol t (•!'appe!lee eonlend", howcv cr. t lial 
1 he"e !n>t rncl ion," w ere '_:i\ en under a not her h‘a"e prioi' 
to the in^iant one. con"idera I ion of the Statenn-nt 
of the !v. ideia-e ! ii. ft.') til!) will di"c!o'e. lloWeVcl'. that 
the partic" con.>.idci'ed the I'lilinu' to apply to thi." "inii- 
lar }ea"e and ha\'e tollowed ."iich I'liiiim’ ."iiice it was 
made. Likewise, it i" e\ident that it" animal reports 
upon iliis ha"i" ha\'e h(‘en ."iihniitted to tin* intei'"tat(* 

('oinnierce (’omini.""ioii. it has also l)e(*n shown that 
till." 1." the general policy of the Int(‘I'stat(’oinmercti 
(’onnni.""ion ( IL —). 

We do not (jiiite nnder."tand conn."el’." ohjeetion to 
tin." lindiny to the ellect that “the reply lettt*r wa." not 


j 
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followed" (A]i|)ell(H‘*s di’icf, pa^x* lo). He rtdeirs to 
t}i(‘ witih'ss Horter's lestinioiiy nt pay:(* do as liijs an- 
lliorily foi* iliis slalenieiit. 'TIk' witness Hortejr, as 
we r(‘a(l it. in i-(*])!y to a (jnestion as to whether 1h^ had 
eV(‘i* ask(‘d th(‘ Hoinniission how to handl(‘ thii de- 
pn'ciation. testiliod that In* wi'ote the Hoinmissioit and 
snii'.u'est ed that the depi’eeial ion shonld he aeeoijnti'd 
fo]’ on the lessee’s hooks as it has hetni doiu* ini this 
easi‘. llo eonelndes his tesliniony l>y statin.u’: |“ In 
1‘eply. he (hirri'd fn flidl (ic<’ntiuf il/fj (li/d K'r iill <‘lt/ 

(uJnjilcd if" ( Ih do). Farther, the Icttei’ froinl lh(‘ 
Fonnnission whii'h S(Ms forth the aeeonntiny,' to h(‘i fol- 
low(*(I slates: **A siinilai’ pin'slion was i-eeeiilly jcon- 
sid(‘i-(‘d and the eoiielnsions reached ai‘(‘ snhstantlallv 

I 

the sanu* as those outlined in yonr h‘ttei‘. ! 1 is heli|*\'ed 
that the dej(I’eeiation of sneh epnipnicnit is /o’oy>|er/// 
(‘h(Ir (' ft II f In' /rssee /<> /(s rtf iii ji iiicii f ili'jn't'CKli nm 
accaiiiifs III (tiH'i’fif iiifi r.r/H'iisrs." ( ’ei'tainly. that is 
exactly what the appellant has done. | 

(’onn>el then contends that the pi'iniary I’eason kliy 
the Hoard >hoidd ha\'e iuiiore*! the instmeti<»ns ofilhe 
lntei'>tate (’ojnnieree (’oniini>sioii as to how tliisiap- 
pellant >lioi:!d keep il> hnok< of a‘'(*oi;nt “lay in|the 
fai*t that even iiad it >nstain(‘d appellant’s contentjion 
and had it heen I'ollowed, it wonhi not ha\'e re!lec|led 
the triK' net iiuanih' of a]jpeliant’’ {.\ppelle(‘’s l)i|i(*f. 
pa.iie Id). 'riii> really (hies hriii^’ ii> to the r(“al isism* 
in the easi*. The <'onnrii>sion('r of Internal lievejiin* 
has no anthoi'ily to dcrisf aeeoiintIii.ii' systems fjind 
make iiieonie th(‘i'(‘hv, noi* has h(‘ anv anthoi-itvi to 
iu-noia* tin* expre>s authority of the Interstate (kpm- 
meree C’omniission to preserihe the methods of aeconinl- 


I 
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ill”' rinjdoycd liv carrier.^. Ills only aiitlior- 

iiy ill this is (h*i'i\'»“(l th'oin S(‘clioii of 

the IicX’rliiic Act (>r llMfi. which i> «jllohMl aiul I'cfciTciI 
to ill oin* oriuiiial hrict’ (pa^c dS). I laicr this x'clion 
taxpa\'crs kccpiiiu' their acco;iiit> upon any lia^ls otlu-r 
than receipts and dishiirseinents may make lluhr re- 
tiii‘n> irpoii .■'lieh other hasi>. mtlrss stit h hdsis floes uof 
f’ldi'lfi f' llrtf it/ro/iir, llei'e the return is made upon 
the ha^i> jti'ex'rihed hy ilie Interstate (’ommerei* ('om- 
mission. Manirotiv it relleets income for, as W(* have 
pointed out. the transaction in question results in 
n<ht!e‘r net pi-oiit imr net lo-s to the appellant, and fhaf 
/s I hr I'fsiill of flic arcfiintfiiifi irJnch has hreu (idoj/lrfl 
(iti-l irlttch is II iirrftfl III ils ref Ill'll, i o the eoutrai*y, 
tile ('fiuimissioner i-oiitend>' that this accountiii”‘ should 
he r(‘vised so as to show a net profit when, in fact, tliere 
was no profit and no loss. 

IV. 


(’(‘Uiiscl then turns to ilie item of yross income which 
h(‘ insists upon treating scparatel\’ as he has sejia- 
ralel\ c(>nsidercd the item oi deduclioii. lie stat(‘s, 
"It is so'ol)\-i(»us tliat sia-h an amount coiistilules a 
rental that anl liori t ie> max’ he duspeiised with, if it 
is rental, it is e<jual!_\ ohvious that it must he included 
in nross income'* (.\ppillce's l)ri<‘l, paue IS). I>ut 
is such rei'cipt an item of ”'ross income.' Income, to 
Ik* snhjc'ct !•) ta.x, must consist of a ”aiti or profit ih*- 
riv(‘d from capital, from laher. or from doth com- 
hiiictl. It must ]>e •*recei\'ed or drawn hy the* recipient 
(tile taxpayer) for liis setiarate usi*, heiielit and dis- 
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])()>ar' [E'lsm'r rs. M (icumltcr, '2~yl V. S. ISi), 2|i)7). 
(’Icai'h’ llu‘ inoiU'N' rctHMVinl fi'ani llir I\v(‘lvr 

• • I 

lines is iiol iM*e(‘iv(‘(I li>' iIk' a]>))i‘l!aii1 i'oi' its se))aralc‘ 
use. hein'llt and disposal. It is paid to it Tor tln^je.x- 
press purpose* of niee'tiiiL:: tin* liadility to tin* l(‘s|sor. 
'riins tin* mom*}' is ])aid to it nn*i-(*ly to hold for tllial 
pni’posi* until it must lx* paid ovei’ to tin* l(*ssoi-. jidn* 
appellant is nn*iH*Iy a ('ondnit tlii’oimli wliii-li tin* nnJin*y 
])ass(*s, and tin* fact that sneh money ma\’ i'(*n|iain 
awhih* in tin* ti'(*asni'y of tin* app(*llant do(*s not injake* 
it ineonie. It is tak(*n snhjeet to a liability, if not 
eiitly to tin* l(*ssor th(*n a liability to tin* ti'iiant liiln‘s, 
for, if the liability to tin* h*ssor is not aelnal, then it 

I 

has bi*en a paynu*nt in adx’ainx* by tin* ti'iiant linesj on 

tin* liabilitv whieh tln*v nnist ex’eiitnallv nn*(*t. i 

• • • ! 

This mneh is e(*i'tain trin-urn-r tin* liability of ithe 

ai)pi*Ilant tines ari>(*, \vhetln*r oi’eseiitlv oi- in Itln* 

. . ‘ . * , ! 

future*, a e-e)i-i‘e*sponeliiii^- liability aris(*s e)n tin* pai’t| e)f 
the* te*nant liin*s le) re*iinbin'se* the appe*llant fe)i‘ that 
liability n/ in'eeiseJii I lie sdiiie lime. If the* liabiiitv 
of tin* appe*llant to I'ephn-e* the* exhaustion e)f the* pi'bp- 

j 

(*rties is a ])r(*s(*nt liabilitv, then the* liability e)f the* 

. . ‘ . . ■ I 

tenant liin*s te) re*imbni'Si* it is pre*se*ntly inenrre*el. |()n 

I 

the* e)tln*i- haiiel, if the* liability e»f a))pe‘llant ele)es in>t 
aris(* nntil se)nu* fntnre* time*, the*n the* liability e)f jhe* 
tenant lin(*s de)e*s ne)l arise nntil that time*. l)e)th I|ia- 
bilitie's ee)me* iiite) existe-iiee* simn It a ne*e)nsly aiiel, the*|re*- 
fore*, tin* u‘re)ss ineenne e*e)m(*s inte) e*xist(*n(*e* simnltain*- 
onsly with tin* ele*dnetie)n. If tin* liability oi‘ the a})pel- 
lani is In fHfnni tln*n the* liability of the* te'iianl li^es 

I 

te) re‘imbni‘se it is /;/ fiilin’it also, and if tln‘y have majeh* 
})aynients such })ayments are nu'rely af/rattccs to miet 


i 

I 






IS 


llicii' own tnlnr(‘ ics. ('aii iiu'i'o n(I\’niic(‘s to 

moot a tiitiii'o Iial>ility lx* (huanod to lx* ni*oss iiioonit* 
wliorc a taxpayer's hooks of ac<*oniit are kept on tlH‘ 
accrnal i»a>is as llioy ai'o lien*.' Foi' oxaniplo, .lolin 
Doo rents; an <>{li(*o Imildiim' from iiioliai'd lox- for a 
period oi ten years. lie pays the eiilii'e ten v<*ar ren¬ 
tal in tile first yeaia ()n an aecrnal l*a>i>, conld all ol‘ 
lliis pa\'ni<*nt lx* (•on>idered a> inc<nne in the first xcai'.’ 
< )l»vion>ly, it eoiild not. dolin |)oc wonld he laxpiired 
to aecrne niie year*> rental as ineonie and to aeciaie a 
liahiliiy 1(1 liicliard ih»c lor tin* adx’aiiee payments ap- 
plieahlc to (Mlier yt*ars. So in this ea-e. if the liability 
wliK'h iia> hecn aeerncd as a dednetion is erroneous, 
then it i> inanife>l that tin* money which has heeii I'e- 
ceived is mei’ely an advance payment to meet the I'ntnre 
liability of the tenant lines and should not he accniCHl 
as iiicoiiu*. 

It should lx* a('(x*pl(‘d without sayiiiy: that the l\eV(*- 
nue Act r(*<|uir(*s the taxpayer to keep both sides of its 
income on the >ame basis. It will not be p(*rmitted to 
I'eport its income on one ba>is and claim its deductions 
on allot her as tin* ('ommi s>i oner con t ends when he sub¬ 
mits that tin* a])pellant >honld dccrnr its f/ifiii'r income 
and deduct only its /x//d t*xpenses. 

V. 

THE CASE OF WEISS v. W'lENER DIS¬ 
TINGUISHED. 

(’onns(‘l for tin* appellee filed with the eoiii’t a copy 
of tin* decision of the Snpi'enu* (’ourt in tin* cast* of 
\\ i*iss rs. W it*n(*i* and i'(*plit*d upon such d(*cision as 
authority foi* rt*jectin^- the ai)p(*Ilant's coiitt*iitioihs 


11 ) 


luTciii. In (loiiiii' so, eoniis(*l contimu's to look sojlolv 

I * 

to tin* (l(‘(liu'tion and to iii'iioi'o tlu* cloar rolloction ol* 

i 

uff iiioonu* 1)\’ a pi'ojx'r consideration of liotli the ifein 
of uross inconu* and tin* it^nn of (h*dnclion wliiclijex- 
acl 1 y offsel I'acli otiun*. ! 

ll(>\vever, as We pointed out in the orij^'inal hijief, 
these eas(‘s arc* not aiialoyons. In the* Wieiu'r cascr, it 
is e'/ideiil lliat the* lossc*s had not occurred and in} all 
pi'ohahilily wcnild nc*ver fall upon the h*ss(‘i‘. lAs 
pointed ont hy the Distric*! diid.iic*, a nninher of jlhe 
leases in cpieslion had heeii aclnally cancelled wjth- 
onl loss to the lessc'c*. lien*, as We have* shown, jthe 
liahiliiy was consistently and cnrreiilly rc‘couiiized, jav*- 
ccninled for. and disc'hai'nc'd hy nil the parlies in inl|(‘r- 
esl, and it is e\'ident lhal c*ven thoimli ihc^ lease \Vas 

I 

tc*rininaled l)c‘fore the* expiration of the lerin the h/s^or 
c<>nld nndonhtedly base its claim upon this consistent 
current c<)n>t rnct ion and obtain i'ec<)\’er\’ of tin* fnind 

I 

held foi* its beiielit “and fi'oin time to time as c'on^li- 
tions I'etpiired. ns(‘d for that pni'pose.*' 'fin* Snpr(*jn(‘ 
(’oiii't held that Wiener had no (icfiKil loss and woi|ild 
have none*, and he* conld not, ther(‘l*ore, claim an allo|w- 
aiicc* fora thecn'etical loss, 'rims, Mr. Justice* irolnh*s 
i‘(*f(*rs to the* Wi<*n(*r h*as(*s and sa\'s: “If, as wc* thihk, 
such a cnuirdcf is im! ciKHiffh to cause* tile* lessee'j a 
])re*se*nt loss by wi*ai’ and te‘ai’, tlie fact, which may |)(* 

* I ^ 

assnme*d. that the* proi)e*i*ty was nse*el by him as Ijis 
bnsine*ss, de)e*s not matte*]*.*' 'I'lie* (Nmrt did not ha|’(* 
be*fore* it the* (pie*slion as to wh(*lhe*r an ae-tnal loss di* 
liabilitN’ e-onld be* e'laime*el. and in such a e-asc* \i'(* 

• I 

think it manif(*st tliat an nicrcashifi I’lah'il’iiji is jjtff 
as tnuch a h>ss as a (rnninisJditfi asset, 'riius, in tl^* 


I 


1 


I 

i 
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.\ PI leal of Ilrrrnorf Ihffrf (pent t/. 1 I>. r. A. 

1.2S, ilic !>()ai‘(l of 'I'ax App»‘als i'cc()iini7A*s liiat such an 
iiicrcasiiiii- aclual lial>ilily would lx* allowahh* wlicii it 
slated: 


“111 a proper ease, it may well he* that al- 
tlioim-h no outlay has lx*(*u actually made tin* 
commitm(*nt> and ohlii;-aiions of tin* taxj)aye*r 
aro such as .jn>lly to (*ntitl(* him to tin* d(*duction 
in at'cordaiict* with tin* >tatute*.*' 


'This is appar(*ntly what tin* Supmun* Court had iu 
mind wln*n it const rin*d tin* particular contracts which 
W(*r(* lx*for<* it in tin* W i(*in*r case*. 

'The principal disliin-tion, howe*V(*r. is tin* fact that 
tln*rt* tin* Siiproiin* (’ourt was e-otisieherina' me*re*ly the* 
(jU(*stion <d* ei(*duction, while* ln*r(* we* are* ce)nsiele*riuy; 
the* e*le*ar re*tle*e*tion of ne*t income* with an ite*m of iire)ss 
income* and an oilse*ttinii’ eie*ehn*tieeii lln*re*from for e'e)u- 
tractual loss e*urre*ntlv re*e*ou-ni/.e*d hv tin* ))artie*s, which 
toii'e*tln*r produce* in*itlie*r a profit or le)>s. Fui’tln*r, iu 
that case* it doe*s not appe*ar what me*tiiod of accountiiii;’ 
was use*d hy tin* laxpaye*r in ke*e*pin,ii' his hooks, while 
in*re* it is shown that this taxpaye*r has accounte*d for 
the* ite*ms in tin* matiin*i- pre*se*]'ih(‘d hy tin* ltite*rstate 
(‘e)mnn*rce* (’euumission and in siie-li a manne*r as to 
re*tle*e*t lhe*|true* iirf income* as it e*xists in fact, ddiiis, 
in the* ^\ ie*ne*r e*ase* tin* Su])re*me* (’<»urt re‘coi»ni/.e*el that 
it had pe*i'mitt(*d a le*>se*e* of a mine* to de*duct an allow¬ 
ance* foi* d(‘ple*tion and state*d: 


“'file* elimiuution in tin* value* of a mine* to the 
l(*sse;*e* is e'oiispicuous, ne*ce*ssary and iute*ueled, 
(infl Is flit' t't't’if sniircc nj flit' ntconK' of flic 

lessee' trenti iciticli if is (h'duefed. ’ 
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Is not tlie deduction here claimed the very source^ of 
the i**ross income from which it is deducted? Tliere 

~ I 

would have been no such i»-ross income if it had iiiot 
been deducted and the appellant would have been wjith- 
out funds to meet its reco<?nized (‘urrent contractualilia- 
bilitv to the lessor. ' 

CONCLUSION. I 

I 

i 

We submit, therefore, that the method of accountpii;’ 
ado})ted by this taxpayer, with the ap])roval of |the 
Interstate Commerce Coimnissioii, does in fact cleajrly 
reflect its income and, therefore, that the Comniis- 
sioner of Internal Kevenue has no authority to disturb 
the return which has been made in accordance with tjiat 
method of accountin<i’. Furtlnu*, we submit that the 
contractual loss which was consistentlv recognized ibv 
the parties and accrued cui-rently upon the books! is 
inseparably connected with the item credited to incojne 
and received from the tenant lines expressly to coyer 
that loss, and, therefore, if one is to be eliminated fr^m 

I 

one side of the income statennmt, the other must |be 
eliminated from the op])osite side, for otherwise in¬ 
come will not be clearly refl(‘cted and the taxpayer 
will be held to have realized a profit where, in fact,jit 
has neither realized a net ])rofit nor sustained a pet 

I 

loss. ! 

! 

Respectfullv submitted, j 

i 

R. KKMP SLAUGHTER, | 

HUGH C. BICKFORD, | 

Attorneijs for Appcllauf.i 
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In the Court of Appeals of the District 

of Columbia 

April Tkrm, 1928 | 

i 

No. 4814 I 

Belt Railway Company of Chicago, appellai^^t 

V\ ! 

Commissioner of Internal Revenue | 

i 

_ ! 

ON APPEAL FROM THE UXITED STATES BOARD OF T^X 

APPEALS I 

1 

! 

i 

brief for appellee I 

! 

_ i 

I 

PREVIOUS OPINION IN THE PRESENT CASE 

1 

The only previous opinion is that of the United 

_ i 

States Board of Tax Appeals (R. 42-45) reported 
in 9 B. T. A. 304. i 

I 

i 

JURISDICTION I 

_ 1 

The appeal in the above-entitled cause involves 

income taxes for the year 1916 in the sum of $422.94 
and income and profits taxes for the year 1917 iin 
the sum of $2,573.43 and is taken from a decisi|)n 
of the United States Board of Tax Appeals (jR. 

(U 

i 

I 

I 

j 

I 



2 


42-46) j)romulgated on the 25th day of November, 
1926 (R. 2). This case is brought to this court by 
petition for review filed on the 22d day of June, 
1928 (R. 51), pursuant to the Revenue Act of 1926, 
c. 27, Sections 1001,1002, 1003, 44 Stat. 9, 109, 110. 

QUESTIONS PRESENTED 

1. Wliere appellant has made no capital invest¬ 
ment but holds properties under a lease with an 
annual rental which requires that they be main¬ 
tained ill thorough repair and r(‘delivered at the 
end of the lease “in as good order and condition as 
they now are (reasonable use and wear and tear 
excepted),'’ may apiiellant take a deduction for 
“exhaustion, wear, and tear of property ai*ising out 
of its use or enqiloyment in the business or trade” 
within the meaning of Section 12 (a) (2) of the 
Revenue Act of 1916? 

2. Wh(*re appellant rents the use of its properties 
to others. charii:in<r a monthlv i-ental which includes 
a sum to be used for exhaustion, wear, and tear 
should this latter sum be added to appellant's gross 
income ? 

STATUTES INVOLVED 

Revenue Act of 1916, c. 463, :>9 Stat. 756, 767, 
768, 771: 

Sec. 12. (a) In the case of a corporation, 
joint-stock company or association, or in¬ 
surance company, organized in the United 
States, such net income shall be ascertained 
by deducting from the gross amount of its 
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income received within the year from all 
sources— 1 

I 

First. All the ordinary and necessary ex- 
penses paid within the year in the main¬ 
tenance and operation of its business' and 
properties, including rentals or other I pay¬ 
ments required to be made as a condition to 
the continued use or possession of property 
to which the corporation has not taken lor is 
not taking title, or in which it has no ec^uity. 

Second. All losses actually sustained! and 
charged off within the year and not compen¬ 
sated by insurance or otherwise, including a 
reasonable allowance for the exhaustion, 

I ' 

wear and tear of property arising out of its 
use or employment in the business or trade; 

(a) in the case of oil and gas wells a rejtson- 
able allowance for actual reduction in flow 
and production to be ascertained | not 
})y the flush flow, but by the settled pro¬ 
duction or regular flow; (b) in the pase 
of mines a reasonable allowance for de¬ 
pletion thereof not to exceed the market 
value in the mine of the product thereof 
which has been mined and sold during I the 
year for which the return and computation 
are made, such reasonable allowance tcj be 
made in the case of both (a) and (b) under 
rules and regulations to be prescribed by|the 
Secretary of the Treasury: Provided, That 
when the allow’ance authorized in (a) ^nd 

(b) shall equal the capital originally in¬ 
vested, or in the case of purchase made ptdor 
to March first, nineteen hundred and thir¬ 
teen, the fair market value as of that dhte, 


1 
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no further allowance shall be made; and (c) 
in ,the case of insurance companies, the net 
addition, if any, required by law to be made 
within the vear to reserve funds and the sums 
other than dividends paid within the year on 
policy and annuity contracts: Provided, 
That no deduction shall be allowed for anv 
anioimt paid out for new buildings, perma¬ 
nent improvements, or betterments made to 
increase the value of any ])roperty or estate, 
and no deduction shall be made for anv 
amount of expense of restoring property or 
making good the exhaustion thereof for 
which an allowance is or has been 
made * * *, 

Sec. 13. (d) A corporation, joint-stock 
C(unpany or association, or insurance com¬ 
pany, keeping accounts u])on any basis other 
than that of actual receipts and disburse¬ 
ments, unless such other basis does not 
clearly reflect its income, may, subject to 
regulations made bv the Commissioner of 
Internal Revenue, with the approval of the 
Secretarv of the Treasurv, make its return 
upon the basis upon which its accounts are 
kept, in wdiich case the tax shall be computed 
112)011 its income as so returned * * *^ 

Revenue Act of 1917, c. 63, 40 Stat. 300, 301: 

Sec. 3. That the taxes imiiosed by sections 
one and two of this Act shall be computed, 
levied, assessed, collected, and paid U 2 )on the 
same basis and in the same manner as the 
similar taxes im 2 )osed by section one of such 
Act of September eighth, nineteen hundred 
and sixteen, * * *^ 

j 



STATEMENT OF FACTS 1 

I 

The facts found by the Board of Tax A]|)peals 
and pertinent to the issues involved disclose that 
appellant is a corporation organized and doing 
business under the laws of the State of Illinois and, 
during the years 1916 and 1917, was engaged in op¬ 
erating freight train terminal and clearing! vard 
facilities in Chicago ])riniarily for the beiieffit of 
twelve railway companies called tenant companies, 
which owned its entire ca])ital stock in jequal 

I 

amounts. I 

It did not during said vears own the tracks, 

O I 7 

rights of w’ay, rolling stock, or other equipment 
used l)y it, excei)tiiig a few loc-oinotives, bur ieased 

t 

them from the Chicago & Western Indiana'Rail¬ 
road for a period of fifty years under a wHtten 
lease dated November 1,1912. (R. 34.) The maxi¬ 
mum useful life of the cars used is from twienty- 

j 

three to twenty-eight years, and of the locomotives 
from twenty-one to thirty years. (R. 39.) I 
Under the terms of the lease appellant (lessee) 
was to pay a money rental for the use of the leased 
property and certain other contingent amounts. 
Appellant was also required to maintain the s^^stem 
in ‘‘thorough i‘ej>air, working order and condition, 

using the best and most suitable materials for re- 

^ ! 

newals of the same, as renewals shall from tiiine to 
time become necessary, so as to be suitable gt all 
times for the adequate movement over the I Belt 

I 

Rail wav of the traffic and business to be moved 

4 

thereover.” It was to bear and pay the entir^ cost 
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of the mana^*ement, operation, maintenance, repair 
and renewals, of all taxes, liens, water rents, and 
assessments on the leased proi)erty and all enlarge¬ 
ments and improvements thereof and additions 
thereto and on and to aiiv other railroads there- 

«r 

after acquired by the lessor for the exclusive use of 
appellant. (R. M4-35.) 

The lease also provided (R. 35-36): 


ISjfLC. 9. At the expiration of said term, 
to-wit, September 1, 1962, or at the date 
thereafter at which the principal and inter¬ 
est pf all the Ijonds and other obligations in 
this indenture mentioned, secured to aiiv ex- 
tent by mortgage lien upon the Belt Railway, 
shall have been fully paid and said mort¬ 
gages shall have been satisfied and dis¬ 
charged, or at the earlier termination of this 
lease, the Lessee shall and will redeliver and 
surrender to the Lessor the several subjects 
of this lease or such thereof as shall then be 
subsisting in their place, in as good order 
and condition as they now are (reasonable 
use and wear and tear excepted), with such 
additions, alterations and improvements as 
shall have been made thereto. 


Immediatelv after the execution of this lease, the 
lessor, in order to determine the extent of lessee’s 
(appellant's) liability under the provisions of the 
lease to replace equi 2 )ment and rolling stock, had 
an ap})raisal of such properties made as of the date 
of the lease. This appraisal was completed May 1, 
1913, and was suinnitted to and adopted by the 



I 


Board of Directoi's of appellant and the lessor. 
(R. 39.) 

On November 1, 1912, appellant entered into an 
agreement with the twelve tenant companies! grant¬ 
ing to each equal rights and privileges of running 
and operating trains, et cetera, of the said' leased 
propeifies. The tenant companies agreed ])ay 
to appellant monthly a proportionate share iof the 
“Working Expenses” of appellant which included 
all expenses for renewals plus a dividend o:^| 6 per 
cent per annum on its capital stock. Annual ex¬ 
penses were estimated, and one-twelfth thcre<|)f was 
charged to working expenses each month] (R. 
36-37.) I 

The amounts deducted for depreciation for the 
years involved were charged to an expense account 
denominated “Working Expenses” and wer^ alio- 

i 

cated to and charged against the twelve tenant com¬ 
panies in proportion to their use of the projberty, 
and were paid to appellant by them. The amounts 
so paid were credited by appellant to an account 
denominated “Accrued Dei^reciation on Equipment 
of the C. & W. I. Railroad Company,” and I were 
held by appellant for the express puiq30se of meet¬ 
ing the obligation for the replacement of the leased 
equipment. From time to time, as conditions re¬ 
quired, they were used for that purpose. (R] 39- 

40.) I 

In its return of income for the vears 1916 and 

^ I 

1917, appellant included in gross income j the 

43212—29-2 i 
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amounts received from its tenant companies for de- 
l)reciation, and in computing its net income de¬ 
ducted these amounts ('$28,978.59 for the year 1916, 
and $27,846.96 for the year 1917) from gross in¬ 
come. (R.,41.) Upon the audit of those retums, 
the Commissioner disallowed these deductions. (R. 
41.) Upon taxpayer’s appeal to the Board of Tax 
Appeals the action of the Commissioner was sus¬ 
tained on the theory that appellant was a lessee of 
the rolling stock and equipment on which deprecia¬ 
tion was claimed, and that it did not have any capi¬ 
tal investment therein. From that decision appeal 
was taken to this coui-t. (R. 51.) 

SUMMARY OF ARGUMENT 

Appellant asked that it be allowed to deduct from 
2 :ross income a sum set aside as a reserve for the 
exhaustion of property which it was required to 
replace under a lease. Exhaustion, under the stat¬ 
ute, presupposes a capital investment and is a 
method of crediting taxpayer for his loss as this 
capital asset is used up or consumed in the busi¬ 
ness. Appellant has made no capital investment, 
hence is not entitled to the deduction. Even if 
this were not true, the facts show that appellant 
may never have been called upon to replace. Allow¬ 
ances can not be made, in any event, to take care of 
contingent or speculative expenditures. 

Appellant asks that if this deduction is not allow¬ 
able it then be allowed to exclude from gross income 
the amounts which it had received from its lessees 
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to take care of depreciation or replacement! costs. 

It is apparent that this is but a form of rent. As 

1 

such it constitutes a part of gross income. I 

ARGUMENT 

I I 

i 

A deduction for exhaustion presupposes a capital invest¬ 
ment and is measured on the basis of cost to the tax¬ 
payer. Where there has been no capital outlay and no 
cost there can be no deduction 

j 

The appellant was the lessee of certain railroad 
properties for which it paid an annual rental. It 
was required to make certain renewals and to sur¬ 
render the properties at the expiration of the! lease 
“in as good order and condition as they no'iv are 
(reasonable use and wear and tear exceptpd).’^ 
(R. 35-36.) The appellant set aside certain Isums 

i 

in the vears in controversy as a reserve to tak4 care 

*' •' I 

of replacements and improvements under the lease, 
if and when they might be needed. It asks tljiat it 
be allowed a deduction from gross income theijefor. 

I 

The Commissioner contends that no such allo\tance 
can be made. | 

The facts of this case are to be clearly distin¬ 
guished from those in which the taxpayer has Actu¬ 
ally expended money under such a lease as thatihere 
presented, or from those in which the taxj^ayei' has 
purelinsed a Jeane through an actual outla^y of 

i 

capital, ! 

i 

It is pertinent to note that the deduction sohght 
falls under a section of the statute devoted to 


i 
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^‘losses.” The statute provides for the deduction 
of: (1) “Losses * * * ineludini^ a reasonable 
allowance for the exhaustion, wear, and tear of 
property” used in the trade or business; (2) “a 
reasonable allowance for actual reduction in flow 
and production” of gas and oil wells; and (3) “a 
reasonable allowance for de])letion” of mines. It 
is ])erfectly apparent that each of these divisions 
of the section contemplates the siiine general class 
of deduction, merely employing different words or 
])hrases to more accurately cover the different sub¬ 
ject matters. They are in effect allowances made 
for diminution of the capital investment through 
use in the business. Analvsis of the section readilv 

ft 

demonstrates this. It pi'ovides, first, for the deduc¬ 
tion of “all losses * * * including a reasonable 

allowance for the exhaustion, wear, and tear of 
property.” The “reasonable allowance’' is not de¬ 
ductible for mere exhaustion but only for that ex¬ 
haustion which is in the nature of a loss. Such a 
loss must be predicated upon a capital expenditure. 
For if a taxpayer has paid nothing for a right he 
can not be said to have lost anvthing when it be- 
comes exliausted. That this is sound and reason¬ 
able would seem borne out bv the section in its en- 
tiretv. 

ft 

The remaining parts of the section deal with the 
allowance to be made in the cases of oil and gas 
wells and of mines. These subdivisions are cir- 
cimiscribed \hy a proviso which si^eciflcally limits 



the deductions allowable to the capital originally 
invested. i 

It may be contended that this proviso clistin- 
guished the latter two cases from that providing an 
allowance for exhaustion. Such a constru|ction, 
however, ignores the association of ‘‘exhausjtion” 
with ‘‘losses.” It also assumes that Congress has 
intended to provide one basis for deductions las to 

i 

one class of property or business and a different 
basis as to others. Xo reason can be advanced for 

I 

such a difference and its inherent injustice bega- 
tives such a construction. I 


The construction placed on the section by the 
Commissioner is in perfect consonance witlj tlie 
conclusion of the Supreme (\)urt in tlie caj^e of 
United Stdtes v. Ludcjj, 274 U. S. 295. Ini that 
case the Supreme Court was speaking of the I^ieve- 
nue Act of 1918, but the theory of the law as there 
expressed is perfectly applicable here. The Court 
there said (p. 300): , 

I 

The depreciation charge permitted las a 
deduction from the gross income in deter- 
mining the taxable income of a business for 
any year represents the reduction, diiring 
the year, of the capital assets through jvear 
and tear of the i)lant used. The amount of 
the allowance for depreciation is the |sum 
which should be set aside for the taxable 

I 

year, in order that, at the end of the useful 
life of the plant in the business, the aggre¬ 
gate of the sums set aside will (with thc| sal¬ 
vage value) suffice to provide an ambunt 
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equal to the original cost. The theory un¬ 
derlying tliis allowance for depreciation is 
that by using up the plant, a gradual sale is 
made of it. The depreciation charged is the 
measure of the cost of the part which has 
been sold. 

It is impossible to reconcile this statement with 
ai)pellant\s contention. Appellant is not making 
a gradual sale of its })lant through depreciation but 
is, to the contrary, attempting to build up a tax- 
free reseiTe with which it may, if contingencies 
prove the necessity therefor, buy, not sell, a new 
plant. It is accumulating a ca^^ital asset without 
expense to it where none existed before. 

Not only is this true, but a])pellant is attempting 
to measure the amount of this tax-free fund not on 
the basis of the cost to it of ])roperty but on the 
basis of the value of property belonging to another. 

The absence of the elements necessarv to entitle 
appellant to the deduction is emphasized by com¬ 
parison of the instant case with that of Duff ij v. 
Central B. B., 268 U. S. 55, in which it was held that 
a deduction was allowable. In that case the tax¬ 
payer under a lease, in ])rinciple similar to the one 
here, did replace an old pier with a new one. It 
asked that it be allowed to deduct the cost of this 
as an ordinary and necessary expense. The Su¬ 
preme Court refused to sanction this and decided 
that it was a capital investment, recoverable by an¬ 
nual depreciation allowances. There the expendi¬ 
ture had been actually made. Here the expenditure 
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! 

j 

! 

I 

i 

i 


has not only not been made, but, possibly never 
would be made. There the depreciation dedujction 
could be based on the capital investment ofj tax¬ 
payer. Here the depreciation deductions wodld be 
based on the capital investment of another. | 

It is submitted that even if this construction of 
the statute were not correct, the apx)ellant \|ould 
not be entitled to a deduction on the facts olj this 

I 

case. The lease specifically provided that there 
would be no liability on appellant for “reasonable 

I 

use and wear and tear.” This provision eliminates 
every deduction allowed by Section 12 (b), I save 
those which might thereafter be allowed as depre¬ 
ciation deductions upon replacements actually 
made or as expenses for repairs or renewals. | The 


record shows that the useful life of the cars 


was 


from 23 to 28 years and of the engines from ^1 to 
30 years. (R. 39.) If appellant disposed 0 |t its 
lease within this time it would never have been 
called upon to make a replacement under the l^ase. 
Junction Minhuj Co. v. Springfield Junction poal 
Co., 222 Ill. 600, 78 N. E. 902; Barnhart v. B^yce, 
102 Ill. App. 172. See also Harts v. Arnold Bros., 
318 Ill. 416; Taylor v. Camphell, 123 App. biv. 
(N. Y.) 108; Judkins v. Charette, 255 Mass. 76, 45 
A. L. R. 1, and note, i)age 12. Yet it would havejhad 
full advantage of this constantly accumulating [tax- 
free replacement fund during all of the time. Taxes 

I 

are not assessed on contingencies and deductions 

can no more logically be based on them. 1 

! 

I 

i 

I 

I 

i 


! 
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The Board of Tax Appeals relied upon the de¬ 
cision of the United States District Court in the 
case of Wiener v. 17 F. (2d) 650. This case 

was reversed by the Circuit Court of Appeals for 
the Sixth Circuit (27 F. (2d) 200) and is now pend¬ 
ing before the Supreme Couil: on writ of certiorari 
granted October 29, 1928. That case is very simi¬ 
lar to the instant one, involving the right to take 
depreciation deductions under a long-term lease 
which required that certain replacements be made, 
but under which no rei)lacements had been made. 
The Circuit Court of Appeals recognized the theory 
of a return of cai)ital but reasoned that as the tax- 
])ayer was responsible for the replacement of the 
buildings under certain conditions, he should be 
allowed to take care of their exliaustion bv establish- 
ing a fund for depreciation. It is believed by the 
appellee that the decision in the TF/ozcr case is in 
error, for the reasons urged in the instant case. 

The a 2 :)pellant advances the contention that the 
lease was construed by the parties to it and by its 
tenants as creating a current liability for deprecia¬ 
tion. The record fails to support any such con¬ 
struction. This construction is in direct variance 
with the exi)ress provision of the lease, which only 
provides that the property be maintained ‘‘in thor¬ 
ough repair, w’orking order and condition, using 
the best and most suitable materials for renewals 
of the same, as renewals shall from time to time 
become necessary” (R. 35), and that the properties 
be surrendered at the tennination of the lease “in 
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as good order and condition as they now are (rea¬ 
sonable use and wear and tear excepted) ” (R. 36). 
Therefore, such a construction can not hav^ any 
present effect. Appellant, in this connection,; cites 
the case of Citij of New York v. Neiv York Cit'^j Ry, 
Co,, 86 N. E. 565, 567. That case, however, does not 
sustain his contention, but, to the contrary, is au¬ 
thority for the rule that the doctrine of praWical 
construction is ‘"never applied unless the door is 
opened by an ambiguity.’’ There is no suclij am¬ 
biguity here. WiUiston on Contracts, Vol. iji, p. 
1207; Railroad' Company v. Trimble, 10 Wall. 367; 
New York Canal Co. v. Bond, 273 Fed. 825. I 
Appellant’s assignments of error Xos. 6, 7, aijid 10 
(R. 58-59; Appellant’s Brief, p. 27) are concepied 

with the failure of the Board to find certain facts 

! 

in connection with the method of accounting! em¬ 
ployed by appellant and with the authority o| the 
Commissioner to disregard a method of accounting 

prescribed by the Interstate Commerce Comhiis- 

1 

sion. Paiticular complaint is made because! the 
Board disregarded a letter of inquiry addressed to 
the Interstate Commerce Commission on June 21, 
1912, and the reply thereto of July 5, 1912. (R.| 59; 
Ap 2 )ellant’s Brief, p. 17.) It is submitted thatj the 
Board was entirely correct in disregarding this 
letter as it had reference to another lease niade 
prior to the instant one and different in its terms. 
(R. 66-67.) Not only is this true but the reply 
letter wvas not followed by appellant. (R. 39.) See 
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also in this connection the testimonv of the witness 
Porter. (R. 65.) The primary reason, however, 
why the letter should have been disregarded by the 
Board lav in the fact that even had it sustained 
ajDpellantiS contention aiid had it been followed 
it would not have reflected the true net income of 
appellant. (*See Article 126, Regulations 33.) 

II 

The Board of Tax Appeals and the regulations of the com¬ 
missioner have consistently construed the section in 
accord with appellee’s present position. The action of 
Congress in substantially reenacting the section in each 
succeeding revenue act amounts “ to an implied legis¬ 
lative approval of the executive construction of the 
statute ” 

The theory here contended for by appellee has 
been adopted and consistentlv followed bv the 
Board of Tax Appeals. Appcdl of William J. Oi>- 
fhcimcr, 1 B. T. A. 18; Appeal of Even Realty Co,, 
1 B. T. A. 355; Apjfeal of Brevoort Hotel Co,, 1 B. 
T. A. VAly Ohio Clover Leaf Dairy Co, v. Com mis- 
.S'ioncr, 13 B. T. A. 1320. The Interstate Conmierce 
Commission has also ado])ted cost as the proper 
basis for depreciation of railroad equipment. 
^^Classification of Operating Revenues and 0}>crat- 
ing Expenses of Steam Roads Prescribed by the 
Interstate Commerce Commission,'^ Issue of 1914, 
Special Instruction 8, p. 33; Account B09, Steam 
Locomotive — Depreciation, p. 61; Account 315. 
Freight-Train Cars — Depreciation, p. 63. 
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The Revenue Acts of 1924, 1926, and 1928, have 
all specifically pi*ovided that costs to the taxpayer 
be the basis of measuring depreciation. Seb Sec¬ 
tion 204 (c) of the Revenue Acts of 1924 and 1926, 
and Section 114 (a) of the Revenue Act of 1928. 
It may be urged that this represents a changejin the 
legislative intent, but it is submitted that such! a con- 

I 

tention finds no support in the general seiise of 
the previous Acts, which consistentlv base not onlv 
depreciation charges but also gain or loss froin sale 
on cost To the taxpayer. Such a contention also is 
directly contrary to the consistent interpretation 
placed upon the Acts by the administrative bfiicer 
charged with their enforcement. See Regulations 
31, Articles 3 and 4 (Act of 1909) ; Regulatioiiis 33, 
Article 129 (Act of 1913); Regulations 33, Revised, 
Article 159 (Revenue Acts of 1916 and lj917) ; 
Regulations 45, Article 161 (Revenue Act of l|918); 
Regulations 62, 65, and 69, Article 161 (Revenue 
Acts of 1921, 1924, and 1926, respectively). | 
During the time these Regulations were in effect. 
Congress passed three successive Revenue I Acts, 
each providing for depreciation allowances in sub- 

i 

stantially the same language as that used ip the 

1 

previous Acts. Section 214 (a) (8), Revenue Act 
of 1918, c. 18, 40 Stat. 1057, 1067; Section 21^ (a) 
(8), Revenue Act of 1921, c. 136. 42 Stat. 227j 240; 
Section 214 (a) (8), Revenue Act of 1924, c. 2^4, 43 
Stat. 253, 270; Section 214 (a) (8), Revenue Act of 
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1926, c. 27, 44 Stat. 9, 27; Section 23 (k), Revenue 
Act of 1928, c. 852, 45 Stat. 791, 800. 

Congress is presumed to have passed these Acts 
with knowledge of tlie then existing executive con¬ 
struction of the statute {United States v. Bailey, 
9 Pet. 238, 256), and its re])eated reenactment of 
the ])r()visioii without change amounts ‘‘to an im- 
])Iied legislative re(*ognition and approval of the 
executive construction of tlie statute {National 
Lead Co. V. United States, 252 U. S. 140, 146). 

Ill 

The sums received by appellant from its tenants to take 
care of appellant's depreciation, if and when suffered, 
were income to appellant 

Appellant, in the alternative, urges that it be 
allowed to exclude from gross income the siuns re- 
ceived from its tenants to take care of exhaustion. 

The lease between appellant and the tenant rail¬ 
road companies provided for monthly payments to 
appellant of an indeterminate amount. This 

amount included a sum for renewals and exhaus¬ 
tion. (R. 36.) It was measured by the appraised 
value of the properties leased by appellant. Dur¬ 
ing the yeai*s in question it was of the same amount 
as the deduction sought by appellant as exhaustion 
in the taxable vears. It is so obvious that such an 
amount constitutes a rental that authorities may be 
dispensed with. If it is rental, it is equally ob¬ 
vious that it must be included in gross income. 
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Appellant urges that if the deduction sought is 
not allowable, it has wrongfully received this 
money and can not, therefore, have it included! in its 
gross income. It is submitted that such a cbnclu- 

I 

sion need not in any way follow. Desire to inain- 
tain a liquid financial responsibility may proippt it 
to build up a reserve needed for future replace¬ 
ments. This course does not ipso facto convert 
such a reserve into a tax-free deduction from in- 

i 

come, nor does its receipt amount to more thdn the 
fulfillment of a private contract in which the iCom- 

I 

missioner is in nowise concerned. I 

CONCLUSION 

Wherefore, it is submitted that the decisi|)n of 
the Board of Tax Appeals should be affirmed. 
Eespectfully, I 

Mabel Walker Willebrandt, i 

Assistant Attorney General. 
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Special Assistant to the Attorney General. 
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